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H.R. , THE PRIVATE MORTGAGE 

MARKET INVESTMENT ACT, PART 1 


Thursday, November 3, 2011 

U.S. House of Representatives, 

Subcommittee on Capital Markets and 
Government Sponsored Enterprises, 

Committee on Financial Services, 

Washington, D.C. 

The subcommittee met, pursuant to notice, at 10:05 a.m., in room 
2128, Rayburn House Office Building, Hon. Scott Garrett [chair- 
man of the subcommittee] presiding. 

Members present: Representatives Garrett, Schweikert, Royce, 
Manzullo, Biggert, Neugebauer, Campbell, McCotter, Pearce, 
Posey, Hayworth, Hurt, Grimm, Stivers, Bold; Waters, Sherman, 
Hinojosa, Miller of North Carolina, Maloney, Moore, Donnelly, 
Peters, and Green. 

Ex officio present: Representative Frank. 

Also present: Representatives Westmoreland and Renacci. 

Chairman Garrett. Good morning, everyone. I now call to order 
this hearing of the Subcommittee on Capital Markets and Govern- 
ment Sponsored Enterprises on the Private Mortgage Market In- 
vestment Act. We welcome everyone to this hearing today. 

We will begin with opening statements, and I will yield myself 
3 minutes to do so. 

Today, the subcommittee is holding a hearing on the Private 
Mortgage Market Investment Act. The legislative text is a product 
of many discussions that we have had, both formally — like the sub- 
committee’s recent hearing up in New York City — and informally, 
about the steps that need to be taken to bring private capital mar- 
kets back to our Nation’s secondary mortgage market. 

Currently, the Federal Government is guaranteeing or insuring 
over 90 percent of the U.S. mortgage market. And everyone on both 
sides of the aisle and all market participants claim that they gen- 
erally support the efforts to bring additional private capital back to 
the secondary mortgage market. 

There are two things that must be done to have private capital 
begin to reenter this space. First, we must begin to roll back some 
of the government’s involvement in the housing market. The sub- 
committee has already passed 14 bills so far this year with the in- 
tent of reducing the government’s footprint and setting the course 
for the abolishment of Fannie Mae and Freddie Mac. This is a key 
and vital part of getting private capital going again, because as 
long as the cheaper government option is available, that will be the 
route that is chosen. 
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Second, we must take actions to facilitate increased investor in- 
terest in this secondary market by facilitating continued standard- 
ization and uniformity within the market, increasing transparency 
and disclosure, and providing legal certainties through a clear rule 
of law. If we do that, there will be robust investor participation in 
the housing market without exposing the American taxpayer to 
trillions of dollars of additional risk. 

The legislation we are discussing today essentially sets up a new 
quasi-securitization market. The FHFA is tasked with establishing 
a number of categories, or mortgages, using traditional under- 
writing standards, that is, different levels of credit risk associated 
with each category. Also, the FHFA is responsible for creating 
standardized securitization agreements for this marketplace. 

Each securitization agreement will standardize the servicing ar- 
rangements of the loans, process the loans, go through a modified 
representation of warranties, and provide the investors the ability 
to put back in quality loans. Securities that meet this specific un- 
derwriting guideline for a category and contain the standard agree- 
ments will be eligible for exemptions from SEC registration. 

So this standardization and registration exemption will allow for 
a futures market as well in these qualified securities. And inves- 
tors with varying credit risk appetites will then be able to buy 
these securities that meet these investment needs. 

Next, the legislation also removes one of the biggest regulatory 
impediments to private capital re-emerging. It does so by striking 
risk retention provisions from the Dodd-Frank Act. I agree that 
risk retention has benefits and we have talked about that. The way 
this is currently being implemented will create multitudes of nega- 
tive unintended consequences in the marketplace. 

For one, I am not sure, really, when you think about it, what 
good the risk retention rule that we have right now will do if we 
exempt Fannie and Freddie and Ginny and loans with 
downpayments of 5 percent or more. That sounds like, if you con- 
sider it, just about every loan that is made out there. 

Also, Fannie and Freddie had risk retention previously and we 
see where that got us. So I believe that a better form of risk reten- 
tion is an improved standardized regs-and-warrant system that in- 
cludes a structure that ensures investors’ claims will be honored at 
the end of the day. 

The legislation also provides a much-needed fix to the QM, the 
Qualified Mortgage definition created by the Dodd-Frank Act. We 
ensure that loans that need this text laid out by the statute are 
able to qualify for a true safe harbor, instead of remaining subject 
to unnecessary and burdensome legal liability. And to bring private 
investment back to our mortgage market, it is essential that the 
rule of law is clear, specific, and upheld. Investor rights and con- 
tracts must be honored. 

So, by: first, facilitating the adjudication of disagreements be- 
tween investors and issuers; and second, clarifying the rules 
around the first-lien holder’s rights; and third, preventing govern- 
ment-forced loan modifications that would negatively impact inves- 
tors, investors will finally have the certainty that they need to get 
back into the market. 
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Finally, in regards to transparency and disclosure, investors 
should be empowered, if you will, and enabled to do their own anal- 
ysis of the assets underlying the securities that they are investing 
in. So by disclosing more detailed loan level data, while at the 
same time protecting the privacy of the borrowers, and by allowing 
more time for the investors to study that additional information, 
investors will be able to conduct more due diligence and lessen 
their reliance on rating agencies. 

So that is a capsule, if you will, of what we are doing with this 
legislation. With regard to the Director’s testimony that we are 
about to hear, and the ongoing work over at the FHFA, let me just 
say to you directly, I think that you are doing a very good job 
under very, very difficult circumstances. And I know that you have 
been called upon by some more extreme elements asking that you 
allow for Americans basically to pay for other Americans’ mort- 
gages. 

I appreciate the positions that you have taken, because you sit 
here and as you stand in your positions, you are basically the last 
wall, if you will, protecting the taxpayers from literally billions and 
billions and billions of additional losses over these entities. I thank 
you for the work that you have done. 

With that, I yield back. 

And I yield 2 minutes to Mr. Miller. 

Mr. Miller of North Carolina. Thank you, Mr. Chairman. 

There is a lot to like in Mr. Garrett’s bill. It is very similar to 
legislation that I have introduced in this Congress and in the pre- 
vious Congress, as well: H.R. 1783, the Foreclosure Fraud and 
Homeowner Abuse Prevention Act of 2011. And the differences, for 
whatever reason, we have not yet worked across the aisle on this 
legislation, but I would certainly welcome the chance to. 

It appears that the differences that we have are not deep philo- 
sophical differences. There is no partisan divide. We are trying to 
do the same thing in a somewhat different way. But it seems to 
be a practical difference, not a philosophical difference. 

I certainly support the idea of standardizing contracts, like pool- 
ing and servicing agreements, making clearer and more trans- 
parent the underlying loan files and making sure that servicing 
standards are uniform. Those are all things that are in the bill that 
I have introduced. 

I certainly welcome the idea of amending existing laws to make 
the mortgage security market function like other asset securities 
markets. That appears to be the — we appear to be trying to accom- 
plish the same thing in this respect, but the bill under discussion 
today would really just create an entirely new mortgage market, a 
secondary mortgage market from scratch when there appears to be 
a clear model for doing it and grant great discretionary power to 
FHFA to fill in the blanks when there is a model that appears to 
work. Any grants in an agency that we originally thought would be 
an oversight agency — remarkable powers over an important part of 
our economy. 

There are other provisions where the intent makes sense, but not 
exactly the way they go about it. I introduced legislation in the last 
Congress to prohibit servicers from being an affiliate from owning 
or any affiliate of the servicers owning secondary mortgages or sec- 
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ond liens, where the servicers are servicing leans that are effec- 
tively owned by someone else, where the b^eneficial ownership is 
with someone else. 

This bill prohibits any servicer from holding a second mortgage, 
which goes beyond that conflict of interest, and it is not clear why 
it should, why it would not make more sense simply to make the 
prohibition, which I welcome generally, only where the servicer ac- 
tually does not own the mortgages that they are servicing. 

It goes on. There are other issues where we are trying to get to 
the same place. We simply are taking different paths, but the paths 
are not incompatible at all. So I hope that there will be the oppor- 
tunity to work on this issue across party lines. 

Thank you very much. I yield back. 

Chairman Garrett. The gentleman yields back. 

And I will just say that, absolutely, and especially on some of the 
points that you have raised, this is a draft version of legislation 
here, we are not wed to some of the provisions in here on that last 
point, which is a very complicated issue, and we look forward to — 
it is not only complicated, but divergent views on exactly how you 
actually get to the end of the day on that — so look forward to work- 
ing with it. 

The gentleman from Arizona, for 2 minutes. 

Mr. SCHWEIKERT. Thank you, Mr. Chairman. 

I would like to actually start this by thanking you, Mr. Demarco. 
You and your staff have, in many ways, almost been stunningly ac- 
ceptable when we have had very technical questions, when we have 
just wanted to cut through some folklore. There are very few people 
in the bureaucracy I found here in Washington who will return a 
phone call that fast and be willing to be that detailed with it. So 
there is a great appreciation there. 

As I have shared many times with the chairman and many of the 
members here, my personal fixation is the proper pricing of risk, 
because I believe that the failure to properly price risk is actually 
what has caused many of the cascades we see around us today. As 
I am being told, Freddie Mac lost another $6 billion last quarter. 
We are basically suffering through sins of the past, but sins of not 
pricing risk. 

The other thing I do want to stand here and make clear is that 
I understand this was a draft bill. There are a lot of things in here 
I am excited about. There are a lot of things I am hoping as we 
hear testimonies we will ferret out and work through the details 
and the mechanics. 

But the number of folks who come to my office, Mr. Chairman, 
and talk about risk retention, particularly in asset-backed credit 
cards, automobiles, all those other things, and many of those mar- 
kets actually held up surprisingly well. Maybe we should not be 
going where we are going. Are we going to ultimately do more dam- 
age to the economy and the ability to finance our future? 

And with that, Mr. Chairman, I yield back my time. 

Chairman Garrett. The gentleman yields back. 

Mr. Peters, for 2 minutes. 

Mr. Peters. Thank you, Mr. Chairman, for holding this hearing. 

I think we all agree that the American housing market is se- 
verely depressed, which, in turn, is holding back our entire econ- 
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omy. I believe that there is also widespread bipartisan appreciation 
for the fact that the existing GSE system is a failure. 

Allowing Fannie and Freddie to pass on massive profits to their 
shareholders and huge bonuses to their executives and employees 
while sticking taxpayers with losses was a huge mistake and it 
should never be repeated. 

However, given the importance of the housing industry to the 
larger economy, we need to make sure that we are moving forward 
with caution. Chairman Garrett’s proposed legislation is a con- 
structive and helpful addition to the ongoing debate throughout the 
future of housing finance reform. I think the bill attempts to rep- 
licate some of the things that the existing GSFs do right. It will 
provide transparency and standardization that will make it easier 
for investors to have confidence in the market for private label se- 
curities. 

However, I am concerned that Chairman Garrett’s bill does not 
do enough to ensure that 30-year fixed-rate mortgages are afford- 
able to the middle class. We should not abandon the system that 
has, for decades, made the American dream of homeownership a re- 
ality for millions of middle-class Americans just because irrespon- 
sible lending exploited a weakness. In fact, I think we should work 
to eliminate that weakness while strengthening the system. 

Representative Campbell and I have introduced legislation that 
would retain a limited role for government in the securitization 
markets to ensure that we would continue to have deep liquid sec- 
ondary mortgage markets. My colleagues. Representative Miller 
and McCarthy, have also introduced bipartisan legislation on this 
topic, and I would hope as the subcommittee continues to debate 
these important issues, that those bills would also be given a full 
and thorough debate. 

Mr. Chairman, I think it is very important that these bills come 
before the committee and are subject to a hearing, and I look for- 
ward to you scheduling such a hearing in the near future. 

As a society, we value homeownership as a pathway to a better 
life. Therefore, it is appropriate that our country create opportuni- 
ties so that we can extend the American dream beyond just the 
wealthiest Americans and ensure that owning a home remains af- 
fordable for the middle class. And I hope that we are able to accom- 
plish that with this going forward. 

I yield back the balance of my time. 

Chairman Garrett. The gentleman yields back. Thank you very 
much. 

Mrs. Biggert is recognized for 2 minutes. 

Mrs. Biggert. Thank you, Mr. Chairman, and thank you for 
holding today’s hearing on your proposal, a discussion draft enti- 
tled, “The Private Mortgage Market Investment Act.” 

In March, Treasury Secretary Geithner testified before our com- 
mittee and said, “The administration and Congress have a respon- 
sibility to look forward, reconsider the role government has played 
in the past and work together to build a stronger and more bal- 
anced system of housing finance.” I agree. 

Today’s draft is part of this committee’s deliberative dialogue 
about how to stabilize the housing market, reduce taxpayers’ liabil- 
ities, and facilitate a reentry of private sector capital for single- 
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family and multiple-family housing. We have learned that, for pri- 
vate capital to assume an increased role in housing finance, inves- 
tors need regulatory certainty, relief, and common sense. 

What they don’t need is rushed and unworkable rules like the 
QRM or unfair competition from Federal programs like Fannie 
Mae, Freddie Mac, or FHA. I look forward to today’s discussion and 
yield back the balance of my time. 

Chairman Garrett. Mr. Frank is recognized for 6 minutes. 

Mr. Frank. Thank you, Mr. Chairman. 

I would note that the ranking member is on her way — 

Chairman Garrett. Oh, the gentleman is recognized for 5 min- 
utes; the remainder of the time. 

Mr. Frank. Yes, if the gentlewoman from California arrives, I 
will yield her part of that time; she may have been delayed. But 
I thank you for that. 

I appreciated, Mr. Chairman, that you said to the gentleman 
from North Carolina that this was a draft bill. The reason I say 
that, and I would yield some time for an answer, is we have been 
informed that a markup on the subject of securitization was sched- 
uled for November 15th. But I would think, consistent with your 
saying this is a draft bill, that would not be for this bill. I would 
yield if you would — is there an intention to mark up this bill on 
the 15th? I would think, you having said it was just a draft, that 
was probably not the case, but I wanted to clear up the confusion. 

Chairman Garrett. We are focused on this, on this bill. My com- 
ments with regard to the draft are just what we are talking about 
here. 

Mr. Frank. My question is, is that — there was a markup sched- 
uled by the committee for the 15th, I believe, in the subcommittee 
on securitization. My question is, is this legislation the subject of 
that markup? 

Chairman Garrett. I don’t have a date certain on any markups. 
If I could that I do that, I would, but I — 

Mr. Frank. I had a more specific — so that 15th date is not a 
markup date for this bill? 

Chairman Garrett. I do not have a definite markup date for this 
bill from the committee chairman — 

Mr. Frank. All right. I appreciate that, because then that clears 
it up, because we had been told there was a markup on the 15th 
on securitization, and there was an assumption it might be in this 
bill. But I take it from that now — 

Chairman Garrett. Yes, I have not gotten — 

Mr. Frank. Yes? 

Chairman Garrett. I have put requests in to try to move things 
along. Well, not request, but I want to move things along — 

Mr. Frank. I appreciate it, but the fact that you said it was a 
draft bill, I would think it would be unlikely. And I would also say, 
in light of this — and this is a very important topic, and I appreciate 
the tone so far, and I think we have some very important issues 
to grapple with. And I appreciate the kind of non-dogmatic tone of 
some of the testimony people recognize that there are questions 
here. 

I think, Mr. Chairman, my recommendation would be that we 
probably would want at least another hearing on this. I noticed 
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that we have one group of witnesses, and you don’t want to get too 
many witnesses and bore the heck out of each other, but we don’t 
have any direct lenders here. We don’t have a — and I would ask 
unanimous consent to put into the record at this point a letter from 
the National Association of Home Builders (NAHB) expressing 
some doubts about this. The NAHB looks forward to working with 
the subcommittee to strengthen and improve the draft legislation 
but remains concerned that the larger reform effort currently 
under way would remove all Federal support of the Nation’s mort- 
gage market. 

And it says that, while NAHB supports the objective of the draft 
bill, we look forward to contributing thoughtful recommendations 
to enhance provisions. We remain concerned about dismantling all 
government backing. 

So I would assume at some point, we would want to hear from 
the home builders, the REALTORS®, and some of the direct lend- 
ers, as well as other groups that have an interest. And I would ask 
that this be put into the record. 

Chairman Garrett. Without objection, it is so ordered. 

Mr. Frank. And then I would also have some questions. I would 
say my major assumption of concern here is the repeal of 
securitization; I think risk retention; I think the ability to make 
loans and not have to stand behind them was a problem, and I 
think there was a — the proposal was to replace risk retention as an 
assurance here would affect with a fairly complicated set of regula- 
tions that would come from the FHFA classifying different mort- 
gages. 

My own view was that there was a — we would be better off with 
risk retention because that makes one government policy and then 
leaves it to the market, leaves it to the lender to decide. I think 
we have a fairly elaborate set of rules here. I noticed in Mr. 
Wallison’s testimony that he had some questions about some of the 
specific restrictions that are put on who can do this and that. 

Frankly, at first glance it seems to me the solution that is in the 
bill as an alternative to risk retention is excessively elaborate and 
relies too much on the decision of regulators and the judgment of 
regulators and not enough on a market incentive. And I think risk 
retention does that. It does impose the basic retention, but after 
that it is entirely up the market. And that is one of the ones that 
I would hope we would pursue. 

And then the final question I have, Mr. Chairman, is where we 
stand in terms of housing finance legislation in general. We have 
14 bills, I believe, that have been approved by the subcommittee. 
And we all know that in April, the Majority criticized us for delay- 
ing subcommittee deliberation by 1 day, and we have still not got- 
ten to full committee. 

So I guess would accept blame for 1 day’s delay, and the Majority 
takes the blame for about 7 months delay. And I think other people 
are interested. We had the Hensarling bill that was offered as an 
amendment to financial reform and where there was criticism for 
not being included. That bill is off in limbo somewhere. It was re- 
introduced and has never been mentioned. 

So I think there is a question. This is to replace the current 
GSEs, but I think there is interest in what the plans are for the 
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Majority to deal with the Hensarling amendment that abolishes 
Fannie and Freddie and the 14 bills, and maybe more to come, that 
make changes to Fannie and Freddie. I think it would be helpful 
if they at some point could be clarified. 

Chairman Garrett. The gentleman yields back. Mr. Bold is rec- 
ognized for 2 minutes. 

Mr. Bold. Thank you, Mr. Chairman. Right now, through the 
GSEs, the taxpayers are effectively on the hook for over $5 trillion 
in total mortgage debt, and the GSEs are also responsible for near- 
ly all new mortgages originated in this country since the financial 
crisis. And while taxpayers remain exposed to enormous and in- 
creasingly potential liability in our current financing system, our 
housing market remains severely challenged. 

This situation is plainly unsustainable for both taxpayers and 
the housing market participants. Instead of a mortgage market 
dominated by the Federal Government and taxpayer guarantees, 
we need new and creative solutions that create the conditions for 
the private sector’s return to our mortgage financing market with- 
out taxpayer guarantees. 

To create those private sector conditions, we must have a legal 
framework that establishes and enforces uniform standards, trans- 
parency, and legal certainty for the private sector lenders and in- 
vestors. 

And I think Chairman Garrett’s discussion draft, which we are 
considering today, goes a long ways towards creating those private 
sector conditions. So I want to thank the chairman for his work 
and his leadership on this important issue, and I certainly look for- 
ward to hearing from our witnesses today. I yield back. 

Chairman Garrett. We have just a minute-and-a-half left on our 
side. I will just claim a minute of that, and just to recoup where 
we are. So from one sense I get — some would suggest we are mov- 
ing too quickly, and some other perspectives that some would argue 
that we are moving too slowly. 

I guess in comparison to the way that Bodd-Frank moved, which 
moved through the committee actually without even many sub- 
committee hearings and not through regular order, I guess we are 
moving at the appropriate speed because we are doing this through 
the subcommittee process and we are doing it through hearings 
and what-have-you. 

Comparatively, others say we are moving too quickly. We have 
had so far 17 hearings so far on housing finance. And the ranking 
member lists a number of organizations and groups and trade asso- 
ciations that would probably like to chime in on some of this legis- 
lation. 

By and large, each and every one of us has been able to be at 
the table where Mr. BeMarco is right now and have had the oppor- 
tunity during the course of those 17 hearings to answer the ques- 
tions from either side of the aisle at any particular facet of housing 
finance. 

Also, the question has been raised with regard to the other legis- 
lation that has been out there. Again, we have had 17 hearings for 
those pieces of legislation and others, the general topics of those to 
be discussed and to be questions raised to the members of the 
panel. 
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And I would suggest also that today, if anyone from either side 
of the aisle has questions on any other piece of legislation, Mr. 
DeMarco would be more than happy to discuss them, because he 
has already raised some of those points in his testimony. 

I think time on both sides has expired. And with that, I will yield 
to our first witness, Mr. Edward J. DeMarco, Acting Director of the 
Federal Housing Finance Agency. 

Again, I thank you very much for your work, and for your testi- 
mony today. 

STATEMENT OF EDWARD J. DEMARCO, ACTING DIRECTOR, 
FEDERAL HOUSING FINANCE AGENCY 

Mr. DeMarco. Thank you. Chairman Garrett, and members of 
the subcommittee, thank you for having me here this morning. 

I am pleased that the subcommittee is beginning the serious 
work of considering housing finance reform options which will lead 
to the ultimate resolution of the Enterprises Fannie Mae and 
Freddie Mac. My written statement provides a brief review of some 
of FHFA’s work since I last appeared before you. I will focus now 
on the need for legislation. 

Placing the Enterprises into conservatorship was designed to 
maintain market stability while providing lawmakers time to con- 
sider the appropriate course for housing finance reform and the 
transition from the current Enterprise structure. Conservatorship 
is not a long-term solution, yet we just passed the 3-year anniver- 
sary of conservatorship. 

We all knew it was going to be difficult to develop a housing fi- 
nance reform solution, but we must move forward on this process. 
As the conservatorships lengthen, FHFA must continually make 
decisions regarding investments in business platforms and human 
capital in the face of an uncertain future. 

To state the obvious, the key question in the debate on housing 
finance reform is the future role of government. We should be clear 
about this question at the outset. It seems safe to say that there 
will always be some portion of the mortgage market that will be 
assisted by government programs. 

In the future design of our housing finance system, careful con- 
sideration should be given to targeting subsidies to specific groups 
that lawmakers determine warrant that benefit. For example, the 
explicit government guarantees that the Federal Housing Adminis- 
tration and the Veterans Administration provide reflect policy- 
makers’ judgments as to the public benefits from targeting certain 
eligible borrowers with those problems. 

Acknowledging that there will be a role for government, the next 
question is what type of structure is necessary to replace the activi- 
ties that are currently undertaken by the Enterprises. There seems 
to be relatively broad agreement that the Government-Sponsored 
Enterprise model of the past where private sector companies were 
provided certain benefits and charged with achieving certain public 
policy goals did not work. 

That model relied on investors providing funding for housing at 
preferential rates based on a perception of government support. 
This perception proved true, and the cost to the American tax- 
payers is now more than $170 billion. 
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In place of this system, the chairman’s discussion draft would es- 
tablish a functioning mortgage-backed securities market by replac- 
ing some of the standard-setting that the Enterprises provide today 
with a regulatory regime that sets those standards. This model 
would not rely on a government guarantee to attract funding to the 
mortgage market, but rather would look to standardization and 
rules for enforcing contracts to provide a degree of certainty to in- 
vestors. 

The process of undertaking housing finance reform is difficult. 
The discussion draft is a thoughtful approach to a framework that 
does not rely on a government guarantee. In the end, lawmakers 
must decide what structure will provide a functioning housing fi- 
nance market that does not place taxpayers at risk. 

Mr. Chairman, I would like to thank you for helping to move the 
housing finance reform discussion forward by offering your discus- 
sion draft and by holding this hearing. I believe that private capital 
markets can and should reclaim a prominent position in providing 
housing finance, and your draft proposal broadens the discussion of 
how that might be done. 

I recognize this subcommittee and the full committee have dif- 
ficult and important decisions to make in the coming months, and 
FHFA looks forward to offering technical assistance to both the Ad- 
ministration and Congress as a consideration of policy alternatives 
proceeds. Thank you. 

[The prepared statement of Acting Director DeMarco can be 
found on page 66 of the appendix.] 

Chairman Garrett. With 50 seconds to spare. Thank you. So I 
will begin. I yield myself 5 minutes myself to begin the questioning. 
Thank you for your testimony. 

Obviously, there is widespread disagreement from various fac- 
tions with regard to what to do in general with regard to GSE and 
GSE reform, but I think there is pretty broad acceptance of the 
idea that we don’t want to have a system — one of the terms you 
mentioned — with an implicit guarantee going forward. 

So, you looked at our draft legislation. Basic question: Is there 
anything that you see in what you have before you that would cre- 
ate any implicit guarantee in this legislation? 

Mr. DeMarco. No, Mr. Chairman. Based on the review I have 
been able to undertake to date, I don’t see how would one interpret 
or perceive an implied guarantee as a Federal taxpayer in the gen- 
eral framework that is outlined here. I believe it is pretty clear 
that this is putting investors on the hook for assessing and bearing 
mortgage credit risk. 

Chairman Garrett. Okay. That segues into actually the next 
couple of questions. What we try to do here is to create a system 
where the FHFA is able to go out and set up uniformity, homo- 
geneity in the securitization side and then the underwriting side. 

So let us just stop right there already and ask you if this were 
to occur, how do you see that playing out, if you will? How do you 
see those two aspects into fruition at the end of the day? And as 
to the point on the investors, what would you be doing to attract 
either a broad sector of investors interested in this or a narrower 
sector of investors in this? 
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Mr. DeMarco. I think that we would certainly he striving to 
have a deep, sufficient, and liquid mortgage market. And so, we 
would want to attract a broad set of investors to that. 

I think that in the framework that your bill proposes, a key re- 
sponsibility to FHFA would be in defining both the securitization 
structure and the classification of mortgages, that it be done in a 
way that allows for the market to reach that depth of liquidity and 
clarity about credit risk that would be necessary and appropriate 
to get efficient pricing of that credit risk by investors. 

So I would envision that we would undertake doing this classi- 
fication process in a way in which we were striving to achieve rel- 
atively deep pools of homogeneous mortgages, so that investors 
could have confidence, both in the forward market that would be 
created, and then in the execution in the secondary market. And 
investors could understand the risk characteristics of particular 
groups of mortgages. 

Chairman Garrett. Just a side note there, you mentioned the 
forward market. And what would be the benefit of creating that li- 
quidity in the forward market? 

Mr. DeMarco. Sir, it allows investors to be able to make com- 
mitments for investing in mortgages before the pools themselves 
are actually structured. But in order for investors to do that, there 
needs to be pretty good clarity and certainty regarding the charac- 
teristics of the mortgages that are being committed to be delivered 
into the marketplace. 

Chairman Garrett. But even further than that — okay, that is 
from the investor’s side of the — 

Mr. DeMarco. — from the borrower’s standpoint, it allows the 
borrowers to commit and the lender to commit to a borrower a 
mortgage rate that can be locked in during the process of com- 
pleting the transaction. 

Chairman Garrett. And speaking hypothetically, if this were in 
place today, and I know it is not today, but the depth of the pools 
as far as what is being offered, how would you see that growing 
over time? We know what happened with regard to the CLL right 
now and where that is, but were that to change, how does that 
change as far as the depth of each of these pools, as far as what 
they — the interests of the investors in it? 

Mr. DeMarco. Part of what is to be determined really in the 
marketplace in this framework is how these securities would be 
broken up and offered to investors that were looking for particular 
characteristics. 

Chairman Garrett. Okay. 

Mr. DeMarco. But look, we have an almost $11 trillion single- 
family-mortgage market. If you get several groups of classifications, 
I think there would be great deal of depth and liquidity that would 
emerge in the marketplace, given the size of the overall market. 

Chairman Garrett. That is an interesting point. And some peo- 
ple have raised some questions about this as we went through. I 
have a couple of seconds left, and a point on that is that you need 
that depth and you need that liquidity for the trade to occur and 
in order for the rates to be there, regarding the issue of the 30-year 
fixed and the rest; correct? 

Mr. DeMarco. That is right. 
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Chairman Garrett. And so, in the statute we could have picked 
it to say it is going to be one or it is going to be 22 of these cat- 
egories. But you are really saying, at this point in time, that is not 
a statutory provision that you want to do; right? 

Mr. DeMarco. I believe that is right. I believe that is sort of de- 
termined by getting feedback from investors and really from a 
whole set of stakeholders, so that we can get the most efficient 
grouping possible. 

Chairman Garrett. Great. I appreciate it. 

I yield back. 

The gentleman from Massachusetts is recognized. 

Mr. Frank. Thank you, Mr. Chairman. 

First, I will acknowledge that you and I have very different defi- 
nitions of the regular order you mentioned in the subcommittee. I 
will say if you look at the procedures with regard to the Financial 
Reform Bill, there were more hearings, markups, amendments, re- 
corded votes, and Floor time than any other bill I can remember. 
But I don’t believe it is regular order to have subcommittee consid- 
eration and then have 6 months go by and no committee consider- 
ation. 

Regular order assumes a progression. We have 14 bills, some of 
which were marked up in April in subcommittee, and there has 
been no sign that any of them are going to go to the full committee. 
And there is a — this bill is premised on the situation when there 
is no more Fannie and Freddie, but this committee has the power 
to deal with that and hasn’t moved on anything in that regard. 

So I don’t think, as I said, subcommittee alone is not regular 
order. That assumes a progression. We are getting late in the year, 
and I think the uncertainty is not helpful. 

Beyond that, I have a couple of questions. Mr. DeMarco, I note 
you said the conservatorship was appropriate. And that came from 
this committee in 2007, 2008 working with Mr. Paulson. 

One of the questions was, and the goal of course of the con- 
servatorship, was to stop the bleeding to a great extent, and to try 
to preserve some function in the housing market without the losses 
that had preceded it. That essentially worked. I know that we don’t 
want to keep the conservatorship ad infinitum and you don’t want 
to be sentenced to a lifetime as the conservator. I appreciate that. 

Mr. DeMarco. That is a fact, sir. 

Mr. Frank. Has that essentially worked out? Would you say it 
is appropriate? 

Mr. DeMarco. Mr. Frank, I believe it has. I believe we have 
brought the stability to the marketplace so that mortgage finance 
continues to operate fairly effectively during the duration of the 
conservatorship . 

Mr. Frank. And I think you have done what we all can try to 
do and it is hard to do. And I give credit to Mr. Paulson and this 
committee, which did it. We worked together and with thanks to 
your predecessor and yourself We always try in these things to be 
able to get the good things to happen and minimize the bad things. 

Is it correct to say we sort of reached it? That is, as we look at 
the losses, and we can’t be sure, it is only 3 years. But what is your 
estimate? What is the situation with the loans that have been 
made since conservatorship, or the purchases? What do you expect 
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the loss rate to be with the post-conservatorship acquisitions, as 
opposed to the previous ones? 

Mr. DeMarco. I believe for both Enterprises, the post- 
conservatorships books of business will be profitable books of busi- 
ness — 

Mr. Frank. And I appreciate that. This committee did that in 
2007, 2008. 

Now, the next question is — ^you don’t want to be the conservator 
forever, but somebody is going to be doing something forever if this 
bill passes: “The Director of the Federal Housing Finance Agency 
shall for purposes of this section prescribe classifications for mort- 
gages having various degrees of credit risk rating from a classifica- 
tion of mortgages having literally no credit risk to a classification 
of mortgages having substantial credit risk, with the goals,” etc. 
And then, it lists all these things. That is a pretty big job. 

So this bill contemplates an FHFA in perpetuity, and it is a — 
the Director, I believe, read the bill. That is a pretty big job for the 
Director. What kind of staff do you think this would require? What 
kind of a permanent operation would we need to undertake the re- 
sponsibility given to the Director of the FHFA under this bill? 

Mr. DeMarco. I certainly won’t say that I have worked through 
that. The bill is pretty new here. But I would note that FHFA 
today has approximately 520 employees. We are still growing, but 
I would expect that we have quite an examination workforce in our 
current structure, because the current structure is focused on an 
immense undertaking in making soundness examinations of Fannie 
and Freddie. 

This bill would replace that and there wouldn’t be that function 
going forward. So as far as the size, I am not sure how much it 
would change. I think we would see a change in the direction and 
principal elements of work, from safety and soundness examina- 
tions, to assessing the mortgage market and establishing stand- 
ards. 

Mr. Frank. So, all right, I think that is relevant. But people 
shouldn’t think, apparently, if this package were to go through and 
we abolish Fannie and Freddie and adopt this, that we would sub- 
stantially see it go away. And I must say, my own concern is that 
it is a very specific set of ongoing sort of government intervention 
in the market. 

In addition to that, you would have to establish a variety of 
things. You would be described as mortgage default, delinquency, 
home documentation. And then you would do the standards serv- 
icing reporting, standards for modification. This is really a very sig- 
nificant government intervention in the mortgage market. 

That is why I said my — and I am saying it — is we are told it is 
more efficient or better than risk retention. I think risk retention 
has a greater simplicity. And I am concerned about the capacity of 
any Federal agency to take on the degree of supervision of the 
mortgage market on an indefinite basis that this bill calls for. 

I yield back. 

Chairman Garrett. The gentleman yields back. 

The gentleman from Arizona? 

Mr. SCHWEIKERT. Thank you, Mr. Chairman. 
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Part of this is also a chance to ask a couple of questions. Could 
you walk me through some of the assets that the GSEs hold right 
now in performing paper, in impaired paper, in actually the num- 
ber of properties that they hold title to? 

Let us start there, because I have always been very curious if 
there are a number of assets there that would help you prime the 
pump, if they were sold without a guarantee, or — and just getting 
that pricing model? What would the market pay and what would 
the market absorb? 

Mr. DeMarco. Right, right. So in broad strokes, the two compa- 
nies together have in order of magnitude $5 trillion worth of mort- 
gages, single family and multi-family, that they either own and fi- 
nance directly on their balance sheet, or that they provide guaran- 
tees to market investors. The financed portfolios of both companies 
are declining over time, and there is a minimum required shrink- 
age of those portfolios. 

I don’t know the exact number off the top of my head. Fannie 
Mae I think is on the order of a little over $700 billion right now, 
and Freddie Mac is in the $600 billion range. But those are shrink- 
ing over time. There is a change in the characteristic of that fi- 
nanced portfolio. It is moving less from whole loans in their own 
mortgage-backed securities, to being mortgages that have been pur- 
chased out of mortgage-backed securities, either for loan modifica- 
tion purposes, or because they are delinquent. 

Mr. SCHWEIKERT. I thank this gentleman, Mr. Chairman, Mr. 
Demarco. 

And so, just to make sure, let us take that $700 — 

Mr. DeMarco. Billion. 

Mr. ScHWEiKERT. — $700 billion. And those are ones where you 
hold the total paper? 

Mr. DeMarco. Where we own the total paper. So not only do we 
have the credit risk on them, but we also have the market risk of 
having to bundle them and hedge that market rate risk. 

Mr. SCHWEIKERT. Oh, and then hedge that risk. 

Mr. DeMarco. And then, you asked about REO properties? 
These are properties that they have title to because the property 
has gone through foreclosure. Currently, the count for that is a bit 
less than 200,000 properties. It is in the 190,000-or-so properties. 

Mr. SCHWEIKERT. Okay. 

Mr. Chairman, Mr. DeMarco, has there ever been — and forgive 
me, but I saw some article on this, but this is something that I 
didn’t follow up on — requesting pricing, saying, “Here is our port- 
folio of performing paper. Here is our impaired paper.” What would 
you market? What would you pay as for parts of this, with a guar- 
antee and without a guarantee? 

Mr. DeMarco. Yes, sir. 

In September, I gave a speech in which I was sort of looking for- 
ward to the next things on the horizon for us as conservator, things 
that I think are appropriate, both to our conservator mandate and 
to preparing to attract more private capital back into the mortgage 
market to reduce the taxpayers’ overall exposure. 

And at the time, I talked about two things. The potential for, or 
my expectation that we would continue to see gradually increasing 
guarantee fees. 



15 


But the second, and this goes to your question, was that we 
would work on engaging more loss sharing with private capital for 
the mortgage activity, the new mortgage acquisitions Fannie and 
Freddie are doing. There are two broad ways that I outlined in my 
remarks that could be done. 

One is to increase the depth of participation of private mortgage 
insurance companies providing insurance guarantees on mortgages. 
The other is that there are ways in the securitization process to 
break up pools of mortgages in a fashion you may sell a portion of 
the pool to mortgage investors, and do so without any Fannie or 
Freddie guarantee, and hence, without a taxpayer guarantee, and 
start to get a more true market price for the credit risk. 

So these are options that we are exploring. 

Mr. ScHWEiKERT. Mr. Chairman, Mr. DeMarco, any of that data 
coming in to you? Have you had anyone call you and say, “Hey, we 
would love to buy a few billion dollars and we will buy it without 
the guarantee, and here is what we are willing to pay on the 
yield?” 

Mr. DeMarco. We have certainly invited that with respect to the 
disposition of REO and got a lot of public interest. And I believe 
as we prepare to move in a more formal sense on the risk sharing, 
we will get those kind of offers. 

I have informally had market participants suggest an openness 
to purchasing that sort of paper. 

Mr. SCHWEIKERT. Okay. Mr. Chairman, down to the last 30 sec- 
onds. 

Part of this — and I am very pleased with what you have been 
doing on the REO side. I am one of those who genuinely believes 
our real estate market will not come back in this country until we 
get these properties in people’s hands, whether they are investors 
or first-time home buyers. 

When you have a couple hundred thousand properties out there, 
we need to get those back into productive use. 

Thank you, Mr. Chairman. My time has expired. 

Chairman Garrett. The gentleman yields back. 

Mr. Miller is now recognized for 5 minutes. 

Mr. Miller oe North Carolina. Thank you, Mr. Chairman. 

Mr. DeMarco, in my opening statement, I spoke of the conflicts 
or potential conflicts of holding seconds and then servicing firsts 
held by others, beneficially owned by others. 

Do you see any — and I have asked the leading servicers, all of 
whom are affiliates, subsidiaries of the biggest banks, what busi- 
ness reason there was for that apparent, or at least that alignment 
of interests that are not identical which creates at least potential 
for conflicts. 

And all I got was that there were cross-marketing opportunities, 
which seemed to be not a particularly persuasive reason. Do you 
see any reason to have that alignment of interest? 

Mr. DeMarco. I do, Mr. Miller. As a general proposition, I think 
one of the lessons to be taken from the last several years is the dif- 
ficulties that second liens have posed for resolving problems with 
first liens. 

And I think the potential conflicts of interest need to be identi- 
fied, and how seconds that come in after firsts, altering really the 
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risk characteristic of the first. All of these things need to be stud- 
ied, and I think should be part of housing finance reform. 

Mr. Miller of North Carolina. Okay. When you began your 
answer, I thought you were disagreeing with me, but you were in 
fact agreeing with me. You do not see a reason to have servicers 
of mortgages beneficially owned by others holding seconds on those. 
There is no — 

Mr. DeMarco. I believe that is part of the conflict of interest. 
Whether there is another way of resolving that conflict by pro- 
viding in law about what has to be done is another option. But as 
the way things stand now, I agree with you, sir. 

Mr. Miller of North Carolina. Do you not have the market 
power? Could you just not by contract require that? I have been 
frustrated at the enormous market power of Fannie and Freddie of 
holding half the mortgages — of legacy mortgages — and having al- 
most complete monopoly power with respect to new mortgages and 
the unwillingness to use that market power. Not statutory power, 
not regulatory power, but just market power. Why have you not re- 
quired that by contract? 

Mr. DeMarco. If the question is why I have not required by con- 
tract that second liens can’t come in or restrictions on who may 
make those second liens, rather than put legal counsel on the spot, 
I am going to believe that is legally within my ambit. But I will 
say, Mr. Miller, that I will go back and we will study that question. 
If I am incorrect in my answer, I will report back to you. 

Mr. Miller of North Carolina. All right. And you and I have 
also discussed principal modification. And I have handed you, I 
think, a peer-reviewed economic study from the Federal Reserve 
Board of New York that shows that modifications that reduce prin- 
cipal lead to performing loans that reduce losses to mortgage hold- 
ers. 

And I, again — Fannie and Freddie have been unwilling to reduce 
principal. There is now a pending settlement that may in fact not 
go through of Bank of America and the Bank of New York Mellon. 

And an essential part of that is that the investors in those mort- 
gages are insisting that Bank of America give up servicing, kick 
out servicing where mortgages go into default to smaller servicers, 
higher-touch servicers, and that they reduce the principal to 
produce a mortgage that will not go through the hideous losses of 
foreclosure but is something that the homeowner can pay. 

Have you talked with the folks at PIMCO, or at BlackRock, who 
seem to have come to a different conclusion about what is in their 
best interest? 

Mr. DeMarco. If I may pause for just a second, Mr. Miller. I 
wanted to check that my recollection was correct. Mr. Miller, my 
understanding of the proposed settlement agreement that you are 
referring to does not contain a mandate for principal forgiveness in 
it. 

It does actually contain some requirements that Bank of America 
and any sub-servicer that would result from this would service 
these loans according to the standards actually that we have devel- 
oped at FHFA in the form of our Servicing Alignment Initiative to 
promote loan modifications and those sorts of activities. I don’t be- 
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lieve there is a mandate for principal forgiveness in there. But it 
does go to the servicing and the loss mitigation strategies we have. 

Mr. Miller of North Carolina. The former Mac program does 
have in the statute I think, certainly in the regulations, not just 
underwriting standards, which would be a really good thing that 
we make mortgages to people who can actually pay it back in the 
future. The other didn’t work that well as a business model. 

But it also sets out procedures for when a mortgage goes into de- 
fault and provides for principal modification. Have you looked at 
how that program has worked and whether that works? 

Mr. DeMarco. I have not looked at that particular program; no, 
sir. I do understand that the chairman’s bill would have part of 
what we would establish in terms of standards — would in fact be 
loss mitigation protocol. That would be part of the servicing stand- 
ards that would be developed so that market investors would have 
certainty about how a servicer was expected to minimize the inves- 
tor’s loss in the event of a delinquency in the mortgage. 

Chairman Garrett. I thank the witness, and the gentleman 
yields back. And Mrs. Biggert is recognized. 

Mrs. Biggert. Thank you, Mr. Chairman. 

Nice to see you here, Mr. DeMarco. 

Mr. DeMarco. Thank you. 

Mrs. Biggert. Question, does Fannie Mae and Freddie Mac and 
FHA’s dominance of the mortgage market allow for innovation in 
the private sector? We already heard about some of the businesses 
being shut down and jobs lost because they can’t complete with the 
taxpayer-backed government programs like FHA. So should we 
continue to allow the government-sponsored housing programs to 
compete and edge out the private sector? 

Mr. DeMarco. To the first part with regard to innovation, I don’t 
believe that the model of having Fannie Mae and Freddie Mac in 
conservatorship is one really conducive to innovating new products. 
In fact, as a conservator I have said we are not introducing new 
products. 

So I think that the sort of market framework that would allow 
for innovation and introduction of new instruments and so forth 
would better happen outside of the realm we are in today. 

Mrs. Biggert. Okay. Then, in the White Paper, Treasury’s option 
one was a privatized system of housing finance with the govern- 
ment insurance role limited to the FHA, the USDA, and the De- 
partment of Veterans Affairs, assistance for narrowly targeted 
groups of borrowers. And that looks like a lot like the plan that Re- 
publicans have been promoting for a couple of years. And so, what 
is your view of option one? 

Mr. DeMarco. I believe option one that the Treasury Depart- 
ment put forward is certainly a credible option. I believe that 
Chairman Garrett’s discussion draft is one of the first next develop- 
ments, if you will, or refinements of Treasury’s option one in that 
it provides a basic framework for Treasury’s option one to be imple- 
mented legislatively. 

Mrs. Biggert. Okay. Then do you do believe that if FHFA cre- 
ates mortgage buckets and defines the standards to fit into those 
buckets, the private sector will perceive that the mortgages in the 
buckets are implicitly guaranteed by the U.S. Government? 
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Mr. DeMarco. No. That is not how I understand it would work 
in this bill, and I don’t see anything in the bill that should give 
that sort of assurance to investors. 

Mrs. Biggert. I think that is always something that we are real- 
ly working to make sure that we don’t fall into maybe a trap like 
that again. And those are my questions. I yield back. 

Chairman Garrett. The gentlelady yields back. 

Mr. Hinojosa is recognized for 5 minutes. 

Mr. Hinojosa. I am next? 

Chairman Garrett. You are. 

Mr. Hinojosa. Good. Thank you. 

Chairman Garrett. I am just looking past you at the same time 
and — 

Mr. Hinojosa. Thank you very much, Mr. Chairman. 

Mr. DeMarco, how will the Private Mortgage Market Investment 
Act impact FHFA’s ability to effectively regulate and be conser- 
vator of Fannie Mae and Freddie Mac? 

Mr. DeMarco. I would perceive this legislation as actually being 
in tandem with other legislation that has already been pending be- 
fore the subcommittee and the full committee. I don’t believe this 
is intended to be undertaken with an ongoing indefinite con- 
servatorship of Fannie and Freddie. I believe this is framed to be 
a replacement. How that transition works, I believe remains to be 
worked out. 

Mr. Hinojosa. Does FHFA have the capacity and the expertise 
in-house to implement such a program that will go into effect no 
later than 6 months from the enactment? 

Mr. DeMarco. Interestingly, Congressman, there are a number 
of things that we would be required to do in this legislation that 
in fact we are already doing. The Servicing Alignment Initiative we 
have undertaken as conservator of Fannie and Freddie to establish 
more robust and consistent and effective mortgage servicing stand- 
ards is something that we are already well along with and has al- 
ready — the implementation of it has begun. That would be a key 
component of what would go into the standard setting that the 
chairman’s discussion draft would have. 

Mr. DeMarco. The second thing is I have already made clear 
that as conservator of Fannie and Freddie, I am working towards 
changing their securitization process so that mortgage market in- 
vestors would have detailed loan level data on the loans underlying 
a pool. This is also a provision that is part of the chairman’s bill. 
This is something that we are working towards already. 

So I believe that there are certain things that we have under 
way already, and we certainly have the expertise in-house to be 
able to develop that. So I think some of the work we are doing in 
our current role fits well with what is proposed in the new role. 

Mr. Hinojosa. What does the secondary mortgage market look 
like with no government guarantee on the long-term fixed-rate 
debt? 

Mr. DeMarco. The long-term fixed-rate mortgages, I believe, 
look like one that is pricing the risk according to what it actually 
is. You will get a true market price of the risk, not just the credit 
risk, but the interest-rate risk associated with a long-term fixed- 
rate asset by — the concept behind the grouping of mortgages is to 
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give greater homogeneity in the securitization process so that in- 
vestors would understand, this is a class M-type of pool, this is a 
class-P type of pool, this is a class-S type of pool. 

And investors know what the key credit characteristic differences 
are between those different pools, and we would see that priced ac- 
cordingly in the marketplace. 

Mr. Hinojosa. In listening to the dialogue that you had with my 
friend and colleague Congressman Miller regarding the principal 
modification, and your response was principal forgiveness. There is 
a heck of a lot of difference. And what we have heen discussing 
here in our committee is that, if we are going to he ahle to make 
it possible for the person who buys the house for $300,000, and 
then it drops in market value to $200,000, they still have an in- 
debtedness for some part of $300,000. 

We are asking consideration of those modifications, and I need 
for you to give me some clarification because I am not clear on your 
response to Congressman Miller. 

Mr. DeMarco. I will apologize to Congressman Miller if I mis- 
understood his question, and hence didn’t give an appropriate an- 
swer. But to your question. Congressman, about principal forgive- 
ness, here is how I have looked at this as the conservator of Fannie 
Mae and Freddie Mac. I believe that we have an obligation to mini- 
mize taxpayer losses from the applicable business that they have. 
I also believe that we have an obligation. It is, in fact, in statute 
to be maximizing our efforts to avoid foreclosures, recognizing the 
net present value to the taxpayer. That is a statutory mandate that 
we have. 

So what we are doing in the loss mitigation space with Fannie 
and Freddie is that there is a whole protocol that is in place at 
each company that the mortgage servicers are supposed to execute 
on their behalf What this protocol is about is when a borrower 
goes delinquent on their mortgage, there is supposed to be imme- 
diate outreach to that borrower to find out what the reason for the 
mispayment is. 

If the borrower is going to be incapable of continuing to make the 
full mortgage payment that they are obligated to, the first alter- 
native we turn to is a loan modification appropriate for this bor- 
rower. The borrower committed to continuing to make a payment 
they can afford, and then they are committed to staying in the 
house. If so, that is the outcome we all want to see, and that is 
our first priority. 

The way we go about that, the first step is, in fact, following the 
precepts of the Treasury Department’s Home Affordable Modifica- 
tion Program, or HAMP. The HAMP program is designed to define 
what is an affordable payment. And it has been defined since the 
beginning as a payment that is equal to 31 percent of the bor- 
rower’s monthly income. So the notion is 31 percent of income 
would go to pay the mortgage. So there will be a series of modifica- 
tions made to the mortgage to get the borrower into a payment of 
that size. 

We are, in fact, doing that, and Fannie Mae and Freddie Mac to- 
gether have completed just under one million loan modifications. If 
the HAMP modification doesn’t fit the borrower, they don’t qualify. 
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Fannie and Freddie each have proprietary modifications that will 
address the particular situations of the borrower. So that is — 

Mr. Hinojosa. I understand. 

Mr. DeMarco. — what we are doing. But principal forgiveness in 
that context, we have found we can get the borrower to that pay- 
ment without doing principal forgiveness, and we better protect the 
taxpayer by preserving an upside potential if the borrower is suc- 
cessful in their modification. 

Mr. Hinojosa. I thank the gentleman for his answer. 

Mr. DeMarco. Thank you. 

Chairman Garrett. And I thank you. The gentleman yields 
back. 

The gentleman from California is recognized for 5 minutes. 

Mr. Campbell. Thank you, Mr. Chairman, and thank you, Mr. 
DeMarco. 

As was discussed earlier, there is general agreement that the 
conservatorship was the right thing to do in 2008. There is also 
general agreement that the conservatorship and that the current 
system is not the permanent solution and that we need to replace 
it with something. I think the question before us here today is 
whether or not this bill is the sole and sufficient replacement for 
Fannie and Freddie as opposed to some of the other alternatives 
that are authored by other members of this committee, including 
myself. 

So my first question for you would be, if Fannie and Freddie 
were to disappear tomorrow, and this bill were the sole replace- 
ment for that, is that sufficient? Could this PLMBS serve the en- 
tire marketplace? 

Mr. DeMarco. It could not do it tomorrow. 

Mr. Campbell. Why not? 

Mr. DeMarco. Because this would take some time for standards 
to be developed and articulated. And in order to attract private 
capital and to build out the infrastructure to do the securitization 
that is proposed in this bill, private capital is going to want to 
know what these standards are, what the securitization require- 
ments are going to be, and then make the necessary and appro- 
priate investments in infrastructure and in risk management to be 
able to execute it. 

Over time, can that develop, and can that be implemented? If the 
market has certainty that these are the rules of the road, and if 
these rules of the road are not going to be changing every 3 
months, I believe that the private market can step in and do a 
great portion of what is currently being done by Fannie and 
Freddie. 

Mr. Campbell. A great portion, I note. Okay. 

Let us talk about what would happen, do you think, to FHA and 
the Federal Home Loan Banks — to the volume through them — if 
Fannie and Freddie were gone and this was the sole solution? 

Mr. DeMarco. FHA, even with Fannie Mae and Freddie Mac op- 
erating in conservatorship, really has an unprecedented volume 
today relative to any time in recent history. And I believe that for 
lawmakers, for you all to consider the housing finance system 
broadly, I would expect that consideration of FHA’s role here. 
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whether it expands, contracts, gets redefined as there are certain 
targets would he all part of what you all would figure out. 

Mr. Campbell. Because if you left it alone they would — a huge 
portion of the market would probably go through FHA if Fannie 
and Freddie disappeared and you just had this in its place, 
wouldn’t you suspect? 

Mr. DeMarco. I wouldn’t necessarily draw that conclusion, no. 

Mr. Campbell. If there were no changes, if they could — they 
used to be the lender of last resort, and now they have become the 
lender of first resort for many people, particularly anybody with 
less than 20 percent down. 

Mr. DeMarco. There are an awful lot of creditworthy borrowers 
out there who would, I believe, find market execution at an attrac- 
tive price without having to go through FHA. 

Mr. Campbell. Okay. This bill actually has a lot of government 
restriction and control over the marketplace. And one of the things 
that requires FHFA to do is to promulgate underwriting standards. 
Could this not be construed as a stamp of approval by FHFA, and 
therefore have you opened to litigation or to legal liability from in- 
vestors were those portfolios to go bad in the future? 

Mr. DeMarco. I believe that the discussion and careful review 
of the discussion draft on that point can and should continue. I 
would say, at first blush, it looks to me as though the bill is taking 
great pains to make clear that, in fact, is not permissible and that 
is not intended. 

Mr. Campbell. That it is not permissible to — ^because you are es- 
sentially filling — under this bill, as I figure — the role of the bond 
rating agencies. 

Mr. DeMarco. No, sir. I believe what we are doing is we are set- 
ting definitions and rules in terms of mortgages with this group of 
characteristics that will be classified as this class; rules with a dif- 
ferent set of credit risk characteristics would be given this class 
title. And so, mortgage investors will know when an offering is 
made for this class, there is homogeneity about the risk character- 
istics. And then for this different class, there is homogeneity about 
the risk characteristics. 

And the interesting thing about — 

Mr. Campbell. Can I stop you, sir, because my time is going to 
run out? 

Mr. DeMarco. Certainly. 

Mr. Campbell. I want to get to this last question. You are not 
just the Director of FHFA, but you are a noted economist. If the 
30-year fixed-rate mortgage were to vanish as a result of this — no 
government guarantee because the private market doesn’t want to 
accept the duration risk and the interest rate risk, etc., in addition 
to a credit risk — so if there were no 30-year fixed-rate mortgages, 
what effect would that have on housing prices? Because a lot of 
what we are talking about here is trying to keep — ^because if the 
housing market falls further, the economy will fall, and a lot of jobs 
will disappear, and that is what we don’t want to have happen. 

Mr. DeMarco. Mr. Campbell, there is a predicate to the question 
I wouldn’t necessarily agree with, that the implication is this bill 
would cause that to happen. 

Mr. Campbell. My question for you — 
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Mr. DeMarco. But I understand. So the question is, if we sud- 
denly outlawed 30-year fixed-rate mortgages, would there be an ef- 
fect on house prices? There could be, but there could also be an ef- 
fect on mortgage interest rates, which are also affecting house 
prices. And in some ways, this could — there are trade-offs there. 

There are a lot of borrowers who don’t use 30-year fixed-rate 
mortgages, and there are some borrowers for whom, in their par- 
ticular circumstances, a 30-year fixed-rate mortgage is probably not 
the optimal instrument for them. 

Chairman Garrett. I thank the gentleman from California for 
his questions. 

The gentlelady from California is recognized for 5 minutes. 

Ms. Waters. Thank you very much, Mr. Chairman. And let me 
thank Mr. DeMarco for his presence here today, and thank you for 
inviting him to come and testify on your draft legislation. 

Title III of the discussion draft prevents Federal departments or 
agencies from engaging in forced principal write-downs. And I am 
not clear, looking at the bill, whether or not you are talking about 
a ban on principal write-downs as it applies to new loans or exist- 
ing loans; however, and this is with respect to any securitized 
mortgage loan, you have stated, Mr. DeMarco, you said that given 
the calculations of FHFA, principal write-downs on Fannie Mae 
and Freddie Mac loans are not appropriate at this time. 

Even though you have qualified that by saying “at this time”, do 
you think that a statutory prohibition on principal write-downs is 
appropriate, or should the Director of FHFA have the flexibility to 
pursue principal write-down to future data demonstrate that it is 
appropriate? 

The reason I ask this question is that — and it has been stated 
by my colleague, one of my colleagues — that many of us are very, 
very sympathetic to the homeowners who are underwater. And we 
really do believe principal write-downs make good sense. And we 
believe that principal write-downs will keep many of our home- 
owners in their homes, but for principal write-downs, they will end 
up perhaps being foreclosed on. 

So my question, again, is what I already kind of stated: Should 
this be in law? Should we ban or prohibit principal write-downs in 
law or would you like to have some flexibility in dealing with this 
issue? 

Mr. DeMarco. At least with respect to the first part of the ques- 
tion, Ranking Member Waters, I believe it is equally legitimate for 
the Congress of the United States to legislate that the use of tax- 
payer funds to write down principal of other mortgages is an appro- 
priate public policy and to provide for that. And I believe it is 
equally legitimate for the Congress of the United States to pass a 
law saying that is not an appropriate use of taxpayer money. 

I really believe that is, at this point, a question for lawmakers. 
I have made clear, given my current responsibility as conservator 
with the source of funding that I have today, my view of why I am 
not doing it. But I believe it is really up to lawmakers to make that 
sort of determination because we are talking about the use of tax- 
payer funds. And I believe that rightfully fits as a determination 
of lawmakers. 
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Ms. Waters. All right. Let me just segue to another issue that 
I have talked with you about, but I guess I am interested in the 
timing now. I am, and I think other members are very pleased, 
about the request for ideas that you put out relative to disposal of 
the 300,000 REOs that you have on the books. Could you tell us 
something about the timing of that? How fast is this going to move 
and when can we see requests for proposals go out? 

Mr. DeMarco. Right. So thank you for that. The subcommittee 
is aware that we recently made an important set of announcements 
regarding the HARP refinance program. I will say that the agency 
has been focused on that as the first priority. Now that work is just 
about complete, moving to this REO question and finalizing our re- 
view of these 4,000 submissions is our next priority. And I would 
hope to be at least making some positive movement forward over 
the next few months with that. I believe that we need to get going 
with it. 

Ms. Waters. Thank you very much. I yield back the balance of 
my time. 

Chairman Garrett. The gentlelady yields back. 

The gentleman from Elorida, Mr. Posey? 

Mr. Posey. Thank you, Mr. Chairman. Mr. DeMarco, first, I just 
want to say I applaud your written testimony, on page three where 
you say that you are going back and attempting to recover some 
compensatory damages. The question is, hopefully yes; or so, are 
any of the Eederal law enforcement agencies working with you to 
recover some punitive damages? 

Mr. DeMarco. I can only speak to the actions that I have taken, 
Mr. Posey. So what we have done is we have undertaken the law- 
suits that are public, the complaints that are public. I am not in 
a position to speak for law enforcement agencies of the government. 

Mr. Posey. So you are not aware that they are then? 

Mr. DeMarco. I can’t speak for what law enforcement is doing, 
Mr. Posey. 

Mr. Posey. I am not asking you to speak for what they are doing. 
I am asking you if you are aware if they are working with you, be- 
hind you, beside you, if they are aware of what you are doing and 
have an interest in it? 

Mr. DeMarco. From time to time, sir, we are certainly ap- 
proached by law enforcement about various things that they are re- 
viewing and we always provide our full cooperation to law enforce- 
ment. So certainly, as a general matter, are there issues out there 
that law enforcement is pursuing in the mortgage area? The an- 
swer is yes. And we are providing our support to them when asked. 

Mr. Posey. Okay. Do you notify law enforcement when you dis- 
cover fraud as you attempt to recover damages here? 

Mr. DeMarco. We have a mortgage fraud reporting regime at 
Fannie Mae and Freddie Mac. There is a great deal of reporting 
that is done. And they will oftentimes come back to us and ask for 
additional information or guidance — 

Mr. Posey. Thank you. I think last time, we heard that the de- 
fense fees for the Fannie and Freddie executives were in excess of 
$162 million. Can you give us an updated number now? 
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Mr. DeMarco. Not off the top of my head. I would he happy to 
provide it in writing. I suspect given the pace of this, it has not 
changed much since my last appearance. 

Mr. Posey. I understand that since you were here, a court has 
ordered at least one of the executives to repay some bonuses that 
were apparently received and not deserved. Could that be viewed 
as any type of adjudication of guilt and maybe a reason for the 
American taxpayers to stop paying the defense fees for those 
crooks? 

Mr. DeMarco. Mr. Posey, I am not aware of the particular issue 
or circumstance that you just described. So I would have to find out 
exactly what ruling was made that you are referring to and then 
I have to assess that. I am not aware of, off the top of my head, 
the ruling you are talking about. 

Mr. Posey. Okay. I am going to make a couple of statements and 
ask you to tell me what is wrong with them. Number one, for about 
60 years, we have had FHA loans, 3 percent downpayment loans, 
which require an extra 0.5 percent mortgage insurance premium. 
And to a large extent, the extra 0.5 percent mortgage insurance 
premium has paid enough through its accumulation for the losses 
that have been incurred through the loans. So basically, it is been 
a pretty good, sound system. 

VA, which has no downpayment, only has a loss ratio of about 
2.5 percent, which is incredible, because of the great job they do 
at underwriting and working with their clients. So, I think that is 
one argument for not reinventing the wheel. I will ask for your 
comments in a minute. 

Number two, the mortgage bubble wasn’t caused by mortgage 
limits or low downpayments. I would wager that at least three- 
quarters of the people in this room, if they follow the national 
trend, bought their home, at least their first home, on a 3-percent- 
down FHA loan and didn’t default on it, as most people didn’t. 
Most of the bubble and the crisis was caused by fraud enacted be- 
tween the borrowers and lenders. And if we are to eliminate that 
fraud, the system should work without additional regulation, red 
tape and so forth. 

Can you see anything patently wrong with those statements? 

Mr. DeMarco. I apologize. Certainly, mortgage fraud has been 
an important element of the debacle over the last several years, but 
I would not say that borrowers generally — let me set FHA aside. 

FHA actually had a very small book of business during this peak 
period, but I believe highly leveraged acquisitions of houses with 
zero percent down or close to zero percent down in fact was very 
much a contributing factor to the housing bubble and to the loss 
the taxpayers have absorbed. 

I would go further to your point about FHA and VA and say that 
these are certainly credible, explicitly government-guaranteed pro- 
grams with targeted populations of eligible borrowers. And I be- 
lieve it is every — I fully expect that wherever we end up in housing 
finance, we will continue to have robust FHA and VA programs. 

And one of the decisions for lawmakers is in a post-Fannie Mae/ 
Freddie Mac world whether there is consideration to be given in 
terms of altering in any way the program or eligibility of FHA or 
VA. 
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Mr. Posey. Okay. I don’t want to cut you off, but I am running 
out of time here on my 5 minutes. 

Chairman Garrett. Actually, you are over your time, so — 

Mr. Posey. Can I have just one quick follow up? Thank you, Mr. 
Chairman. 

Chairman Garrett. If there is — 

Mr. Posey. It has been my impression that Congress pushed 
Fannie and Freddie to make many of the loans that we now regret. 
And I hold Congress culpable for that. Do you think that is a fair 
assessment? 

Mr. DeMarco. I certainly think that Congress established cer- 
tain circumstances that drove Fannie and Freddie, but I will not 
relieve the executives of those companies for making very poor and 
imprudent business decisions prior to conservatorship. 

Mr. Posey. Thank you. 

Thank you very much, Mr. Chairman. 

Chairman Garrett. The gentleman now yields back. 

The gentleman from California? 

Mr. Sherman. We have recently seen some bonuses at Fannie 
and Freddie. I wonder if you have a comment on that. 

Mr. DeMarco. Yes, sir. I will say several things about the recent 
news. The first is that the compensation programs that are being 
reported about are the same compensation programs that have 
been in place since 2009, at the same levels that I have extensively 
testified about before Congress. 

And I will say that a number of executives have turned over at 
the companies. We seek in every instance to be bringing in new ex- 
ecutives at lower compensation than their predecessors. And fi- 
nally, I believe that this compensation problem will be solved fast- 
est when Congress gets on with coming to a final resolution of the 
conservatorships. 

Mr. Sherman. This bill that we are talking about today is either 
a very small bill in its importance or a very large one. It is cer- 
tainly useful to have standards of weights and measures for ounces 
and pounds. And it would be good to have federally-published 
standards for mortgage-backed securities. But this could be an 
enormous bill if it is somehow a step toward abolishing Fannie and 
Freddie and not replacing it with anything similar. 

What does the secondary mortgage market look like to you if 
there is no government guarantee of long-term fixed-rate mort- 
gages? 

Mr. DeMarco. As I said earlier in the hearing, I don’t see the 
FHA or VA going away. So I believe there will in fact continue to 
be guarantees of 30-year fixed-rate mortgages. And I further be- 
lieve that in the construct that is here, it would certainly be an op- 
portunity for mortgage investors to price and to be willing to accept 
30-year fixed-rate mortgages without a government guarantee. 

Mr. Sherman. What does it look like if — to the average home 
buyer right now, if they have a qualified loan, conforming loan, 
they are paying a certain rate of interest. How much higher is that 
going to be without the government guarantee? I know what it was 
in my area 5 years ago before mortgage-backed securities got an 
ugly name, but what kind of increase are we going to see for some- 
body who is borrowing and not borrowing from FHA or VA? 
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Mr. DeMarco. That is a fairly complicated question, because one 
needs to be more specific about the borrower. But I can make a 
general observation for you, Mr. Sherman, that I think would be 
helpful, which is that we continue to have a mortgage market that 
is outside the Fannie/Freddie realm. 

And certainly looking, not just recently, but back at past history, 
suggests that we are on somewhat on the order of three-eighths to 
one-half of a percentage point greater on mortgage rates. But those 
borrowers also look like a different credit profile, it is not just — 

Mr. Sherman. Same credit profile. Let us say we were talking 
about 75 basis points, what does it do to the value of homes in this 
country if for the vast majority of buyers, the interest rate is three- 
quarters of a point higher than it would be otherwise? 

Mr. DeMarco. I don’t have an immediate answer for you on 
that, Mr. Sherman. Certainly, there is a connection between mort- 
gage interest rates and house prices. And I would say that the in- 
credible subsidization over a long period of time through Fannie 
and Freddie with affecting mortgage interest rates has been cap- 
italized into the value of homes, inflating those values. 

Mr. Sherman. Do you have any evidence or studies that would 
disagree with what I have seen, which would be another 15 percent 
to 20 percent decline in the value of homes? 

Mr. DeMarco. I don’t have studies to point to with regard to 
value — 

Mr. Sherman. Yes, you can. You don’t have anything that would 
disagree with that and what does it do to the national economy if 
every — if the average home in this country declines by 15 or 20 
percent over the next year as a result of action taken in this room? 

Mr. DeMarco. Obviously, a substantial decline in house prices 
would not be good for the economy or for the taxpayer. But we will 
see how this actually evolves, what sort of transition there is, and 
so forth. 

Mr. Sherman. I yield back. 

Chairman Garrett. Thank you, the gentleman yields back. 

The gentleman from New Mexico is recognized. 

Mr. Pearce. Thank you, Mr. Chairman. 

Mr. DeMarco — nice to see you. 

Just to kind of get the record straight, the last time you were 
here in committee, we had a little dust-up. And just to put it into 
the record, you came into the office and made a very professional 
presentation on the status of the institution. I appreciate that and 
still work from those notes. So thank you, and just to get that into 
the record. 

Mr. DeMarco. I appreciate it. 

Mr. Pearce. If we pursued just a little bit the line of questioning 
that Mr. Posey was on, what would be the definition of fraud? You 
were hesitant to say that a great percent of the loans are fraudu- 
lent. What would be the definition of fraud? And I will go ahead 
and give what I am thinking about. 

I have been in discussion with one of the bottom-line lenders 
from Wall Street, and her performance bonuses were based on 
kicking loans out the door. You have to get them in, and kick them 
out. And she wouldn’t compromise the standards. The other people 
sitting at the desks making loans were getting higher bonuses. Her 
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supervisor gets bonuses if they get bonuses. And so, she is under 
pressure to make the loans. Would that be, in your estimation, 
fraudulent? Or it doesn’t cross the ethical line, but it is up there? 

Mr. DeMarco. As you have described it, I would not perceive it 
to be fraud, as long as credit characteristics are being appropriately 
reported to the buyer or investor in the mortgage. 

Mr. Pearce. And I think where I am going with this is nowhere 
tricky, just any market is going to have that same pressure, wheth- 
er it is this bill in front of us, or the market, frankly, that is oper- 
ating toward you right now. It is a pressure that is going to be 
there. Is there any way to regulate that pressure? Is there any way 
to deal with it? 

It is not technically fraud, but if there are mortgages out there 
that are not going to perform as well, and they are not categorized 
that way in order to get their bonuses, that is a problem in the sys- 
tem that I don’t know how you get around, myself 

Mr. DeMarco. Certainly, incentive compensation programs can 
be looked at as creating either positive or adverse incentives for 
how credit markets are functioning. So, incentive comp programs 
are pretty critical here, whether we are talking about executives or 
whether we are talking about rank-and-file employees. 

But that the mortgage fraud issue generally can run quite a wide 
gamut of participants. It can involve appraisers. It can involve 
lenders. It can involve borrowers. It can involve companies that are 
actually pooling and securitizing mortgages. Fraud can occur at 
any number of places, including those. 

Mr. Pearce. If we can switch gears for just a second, a con- 
tinuing drumbeat of concern that I have from the small banks in 
New Mexico is that if we go to some private market, they will 
never get the rates of return that they can in the large markets. 
And that they are suspicious of movement away from — they don’t 
like the explicit guarantee, but the implicit guarantee. 

What reassurance could we give people in New Mexico — the lend- 
ers — that they are going to be okay? That the private mortgage 
market will actually provide liquidity to them? Is that a reassur- 
ance that is possible, and is it one that is advisable to give? 

Mr. DeMarco. I think that is a great issue that concerns me a 
lot. I would answer it slightly differently. And that is, as we con- 
sider housing finance reform, whether it is the chairman’s discus- 
sions, or after any other framework that is put forward. 

One of the things that I would suggest policymakers and law- 
makers alike should be assessing is: What does this framework 
offer to small and mid-size lenders, whether it is community banks, 
mortgage bankers, and so forth, to be able to be active participants 
in the mortgage market, so that we would have a more competitive 
marketplace; and one that it is not dominated, either at the mort- 
gage origination point, or the mortgage servicing point — that it is 
not dominated by a handful of very, very large institutions? 

Mr. Pearce. Okay. 

I yield back, Mr. Chairman. 

Thank you for your response. 

Chairman Garrett. The gentleman yields back. 

And before we go to Mrs. Maloney, just for the edification of the 
gentleman from California, the gentleman raised a good question 
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with regard to the compensation issues and what needs to be done 
about that. 

The gentleman is reminded that we had legislation, H.R. 1221, 
the Equity in Government Compensation Act — that was actually 
sponsored by the full chairman of this committee — which would ba- 
sically try to address that and suspend the current compensation 
packages for employees of Fannie and Freddie and establish a com- 
pensation system that is consistent with the executive schedule, 
which I guess would be a lot less than was out there. 

That passed the committee 27-6, I believe, however, the gen- 
tleman from California voted “no” on that piece of legislation. So 
just to set the record straight, we are trying to address that situa- 
tion. 

And with that, I yield to the gentlelady from New York. 

Mrs. Maloney. Thank you. 

And welcome, Mr. DeMarco. We appreciate your comments on 
what is the 15th proposal this subcommittee has reviewed in the 
area of secondary mortgage markets this year. 

I know that this question is not exactly on point with what we 
are reviewing today, but since you are here, I wanted to follow up 
on something I have been involved in with your office over the past 
several months. It concerns a recent story that was in the October 
19th issue of the New York Times, entitled, “Rush to Drill for Nat- 
ural Gas Creates Conflicts with Mortgages.” 

And it has raised important questions about how many of these 
new gas leases on private property in many States that do not have 
a history of such leases, and how this will impact on mortgages. 
The article reports that there are concerns that these leases do not 
ensure compliance with certain standards set by a secondary lend- 
ing institution. 

Earlier this year, I sent you and your staff questions on this 
area. And I appreciate your response. But your counsel’s response 
raises question in light of the recent Times story. The piece showed 
there seem to be conflicts between these gas leases and mortgage 
rules, which could become a problem with investors who may want 
to get rid of their mortgage-backed securities. 

And now that the technical defaults that these leases could cre- 
ate on mortgages, it may force Fannie or Freddie to buy these 
mortgages back. And if this happens, I assume it could be incred- 
ibly expensive for the U.S. taxpayers, since 90 percent of residen- 
tial mortgages are owned by Freddie and Fannie. And so, many 
people have already signed these oil and gas leases. 

So my question is, as the regulator, what is FHEA doing to audit 
the score of such a threat? 

Mr. DeMarco. Thank you, Mrs. Maloney. As you noted, my staff 
has been working with you and your staff to better understand this 
emerging issue and its implications, including its risks for Fannie 
and Freddie. And as you noted, we have provided one set of re- 
sponses. With regard to the more recent development that you re- 
ferred to, I will confess that I am not up to speed on that. 

And if you would indulge me, I would be happy to get a more 
fulsome response and to get back with you in your office regarding 
this latest development, and to make sure that we provide a full 
answer to your question. 
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Mrs. Maloney. Thank you. Your agency’s letter said you were 
waiting to see what EPA determines about whether fracking is en- 
vironmentally dangerous. And I believe that determination is irrel- 
evant. Something does not have to be environmentally dangerous 
for it to negatively impact property values or violate mortgage 
rules. 

Just take the example of a landfill. It is not considered dan- 
gerous, but it definitely lowers the value of property. Most people 
would not like a landfill in their backyard. And regardless of what 
EPA and the studies find, most research says that drilling nega- 
tively impacts property values, and as the Times’ document showed 
clearly, drilling leases violate Fannie’s and Freddie’s rules. 

So the question remains, if FHFA or Fannie or Freddie are going 
to do an audit to see how many mortgages across the country have 
non-compliant leases on them. This is a serious issue. It could cost 
billions going forward. 

Mr. DeMarco. So, Congresswoman Maloney, as I said, I will be 
very happy to go back and take a serious look at whether an audit 
is in order, whether that is feasible and practical, what it is we 
would expect to get out of it. I am sorry. I am just not prepared 
to do — 

Mrs. Maloney. Following up, are there any efforts in FHFA to 
see how many mortgages in the United States are overlaid with 
noncompliant leases? Is there any effort to look at that? 

Mr. DeMarco. I am being advised, Mrs. Maloney, that these 
leases which you are referring to may or may not be recorded. And 
so, our ability to be able to effectively gather this information is 
uncertain at the moment. But I am told that the staff is looking 
at this and will continue to, and I will be happy to follow up 
promptly with your office to advise you of where we stand. 

Mrs. Maloney. Thank you very much. 

And my time has expired. Thank you. 

Chairman Garrett. And I thank you, gentlelady. 

The gentleman from Texas? 

Mr. Neugebauer. Thank you, Mr. Chairman, for holding this 
hearing. And thank you for putting forth a very interesting pro- 
posal for bringing the private market back to mortgage finance. I 
think it is very important for the long-term stability of housing 
that we have a robust private financing market. 

Mr. DeMarco, thanks for coming again. You have maybe what is 
one of the most difficult but most important jobs in our country 
right now. I guess the taxpayers and you got some bad news this 
morning. It looks like Freddie needs another infusion of about $6 
billion. 

What I found troubling about that was that they lost $6 billion 
in the previous quarter, but you are — if you go back a year ago, 
they only list $4.1 billion. And with the amount of origination that 
they have, you would have expected, I think, for the earnings to 
start showing some improvement. So I found that troubling. I 
would assume that you do as well. 

Mr. DeMarco. I certainly do. Congressman. 

I would say that a portion of these — so the breakdown briefly, 
there are three key contributors to this. One is, an additional incre- 
ment of credit losses is continuing to reflect both the pre-con- 
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servatorship book of business and difficulty certain housing mar- 
kets are having in stabilizing. 

It also reflects losses due to hedging in terms of a hedging of the 
financing risk of their retained portfolio, and then $1.6 billion of 
that is the dividend that is owed to the Treasury Department. 

Mr. Neugebauer. So recently, on September 30th, the loan limit 
temporary increase it was granted expired, and so the new loan 
limits are in place. Has anybody done an analysis of how much 
that would affect overall origination to the GSEs for that to move 
from the 729 down to the — what is it? The 625 number? 

Mr. DeMarco. I know we have how many mortgages, say, in the 
last year Fannie and Freddie had originated in that dollar range 
in the particular markets that were affected by the change in the 
loan limit. I am afraid I don’t have that number with me, but I 
could easily provide it. It is really not a huge number, but we can 
get that for you. 

Mr. Neugebauer. In fact, it is a really small number. Would you 
agree with that — 

Mr. DeMarco. I would say certainly relative to their book, it is 
a very small number. 

Mr. Neugebauer. And so the question is — and Mr. Scott has a 
great proposal of bringing some certainty to the market — ^but what 
would be the incentive in the private market to originate anything 
in the current space that the GSFs are allowed to operate? What 
would be the incentive for the private market not to go ahead and 
let the Federal taxpayers guarantee that book of business long? 

Mr. DeMarco. It is pretty hard to compete with the Federal Gov- 
ernment and the degree of support that is being provided right 
now. 

Mr. Neugebauer. So, if you are going to get the private sector 
back into the market, you are going to have to create some space 
for them to operate, because, really, there is no incentive below 
whether 625 for the private sector to originate anything that is not 
sent through the GSEs. 

Mr. DeMarco. Right. It is hard to compete with a government 
guarantee, and so as long as there is a wide footprint for that, that 
is going to be a wide space in the market that would be hard for 
private participants to compete in, in terms of their financing. 

Mr. Neugebauer. Do you think, though, that the fact that we 
did kind of create a little bit more space in the jumbo market by 
letting those limits expire gives us an opportunity to see; because, 
in fact, the private sector is operating in the jumbo space now. Isn’t 
that a good opportunity, though, to create a little additional space 
without really giving up a lot of origination, because, as you just 
said, it is a very small amount of origination? 

Mr. DeMarco. It certainly is an opportunity to provide a modest 
amount of additional running room, if you will, for the jumbo mar- 
ket to be able to reestablish itself 

Mr. Neugebauer. And so you would support that? 

Mr. DeMarco. I have remained faithfully agnostic on the ques- 
tion of what the loan limits should be, viewing that very much as 
a decision of lawmakers. But to your premise that, by having this 
well-announced in advance, gradual decline in loan limits in just 
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certain areas, does that create greater opportunity for the private 
sector to reestablish itself, the answer, I would say, is certainly yes. 

Mr. Neugebauer. And so, here is a final question. I think re- 
cently we wrote you, and we would be anxious to hear your re- 
sponse, but with the fact that Freddie and Fannie, in certain 
spaces, basically have a monopoly on that origination space, what 
would be the reason to give certain originators different fees than 
others? Why would you have a spectrum there? You are not com- 
peting for the business; you are getting all of the business. 

Mr. DeMarco. Right. That is a very fair question. And I would 
say two things: one, in fact, those gaps have been declining; and 
two, I said publicly back in September that what remains in that 
space is something that I am looking to eliminate. 

Mr. Neugebauer. Thank you very much for your time. 

Mr. DeMarco. Thank you, sir. 

Chairman Garrett. The gentleman yields back. 

And the gentlelady is recognized for 5 minutes. 

Ms. Moore. Thank you so much, Mr. Chairman. 

And I do want to thank our guest for taking this time. 

I just first want to mention that I am really happy to see that 
you have filed lawsuits against these 18 financial institutions to re- 
cover the losses suffered by Freddie and Fannie and to seek com- 
pensatory damages for the losses that the Enterprises have suf- 
fered. 

There has been a lot of talk about the malfeasance, I guess, of 
Freddie and Fannie. But I think we too often forget that they were 
victims themselves of criminal activity. How much do you think 
you could recover from this, as compared to the exposure that 
Freddie and Fannie have? 

Mr. DeMarco. I appreciate the question, but I am afraid that is 
something, given that I am in litigation, that is really impossible 
for me to answer — 

Ms. Moore. Okay, thank you. 

Mr. DeMarco. We are seeking to recover appropriate — 

Ms. Moore. Okay, thank you. Right now, the FHFA is funded 
through the fees that the GSEs receive. You indicated earlier in 
your testimony that you need a considerable staffing-up in order to 
fill that TBA space. How would you — under this bill, how would 
you fund the GSEs? 

Mr. DeMarco. I am not sure that there would be GSEs, but in 
terms of the funding for FHFA, I believe it is — 

Ms. Moore. Right. 

Mr. DeMarco. — something that is not determined by — in this 
bill, and so that would be something that would have to be figured 
out. 

Ms. Moore. What — 

Mr. DeMarco. It is a gap right now. 

Ms. Moore. Is it a gap or a cavern? Is it a small gap, or is it 
a significant thing — 

Mr. DeMarco. For me, it is in fact — to manage this budget, it 
is a significant thing, since I want to know where the funds are 
coming from. But — 

Ms. Moore. How much does it cost right now to run it under — 
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Mr. DeMarco. Our budget today is on the order of $180 million. 
So I am being told it is probably less than that. 

Ms. Moore. Okay. 

Mr. DeMarco. We are funded through assessments on Fannie 
and Freddie, but also assessments on the 12 Federal Home Loan 
Banks, because we have supervisory responsibility for them. 

Ms. Moore. Okay, thank you. Right now, the investors in Fannie 
and Freddie securities are basically rate investors. But under this 
bill, they would have to add credit risk as well as the rate. Is there 
any indication that we would be able to attract these kind of inves- 
tors in a totally privatized market without the GSEs? 

Mr. DeMarco. That is quite right. We are in a rate market today 
because of the guarantees associated with Fannie and Freddie se- 
curities. What the pricing of this credit risk would be is going to 
depend on market appetite for credit risk, and then also with — it 
is also going to depend upon the clarity and resiliency of the stand- 
ards and structures that are put in place. 

Ms. Moore. And so, what would a borrower, a mortgage bor- 
rower, have to look like? It would be totally risk adverse to these 
investors? What is the risk tolerance in order to be able to raise 
the appropriate amount of funds? If we want our mortgager market 
to come back, we have to be able to fund mortgage-backed securi- 
ties. 

What is your assessment of the tolerance for this credit risk in 
the private market only without a GSE? 

Mr. DeMarco. I believe that there is certainly tolerance to sort 
of the private capital to fund this risk. But they are going to want 
to know: “What are the rules of the road, and do I have pretty good 
clarity into how to assess the amount of risk that I would be under- 
taking?” 

Ms. Moore. Not NINJA loans, but what would be standard use, 
do you suspect? 

Mr. DeMarco. The standards in terms of the underwriting 
standards? 

Ms. Moore. Yes. 

Mr. DeMarco. Yes. Actually, as — the discussion draft would re- 
quire us to — 

Ms. Moore. Would it be like 20 percent down? 

Mr. DeMarco. No, I don’t understand the bill to require that 
sort of thing at all. I think the bill requires us to establish risk 
buckets, buckets of mortgages that are defined by their risk charac- 
teristics, and I would certainly — 

Ms. Moore. Okay. My time is about to expire, and you are not 
going to answer this question. 

The largest mortgage insurer, the Mortgage Guarantee Insur- 
ance Corporation, is located in my district, the 4th Congressional 
District of Wisconsin. What impact do you think that this legisla- 
tion would have on the mortgage insurance industry? 

Mr. DeMarco. I think that is an interesting question, because I 
believe that there are some investors who may well look to having 
various forms of credit enhancement either on mortgages or on 
pools of mortgages, and I think it certainly creates a market oppor- 
tunity for private guarantors to replace what is currently a Federal 
guarantor. 
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Ms. Moore. Thank you so much. My time has expired. 

I yield back, Mr. Chairman. 

Chairman Garrett. The gentlelady yields back, and I appreciate 
the gentleman’s answer. 

And of course, the gentlelady knows that is one of the variables 
that may be considered by the FHFA as well. 

Mr. McCotter is recognized for 5 minutes. 

Mr. McCotter. Thank you, Mr. Chairman. I would like to start 
by yielding 30 seconds to my colleague from New Mexico, Steven 
Pearce. 

Mr. Pearce. Thank you, gentleman, for yielding. Just in re- 
sponse to my good friend from the other side of the aisle who is 
talking about the negative impact of drilling on properties, if that 
was really the case, then you wouldn’t have any properties in my 
hometown — we have gas wells in back yards, in the front yards; we 
have them on the school grounds. In fact, it positively impacts the 
values of homes in our town. 

So when you are going to create a Fannie Mae dead zone if you 
limit loans to private residences in areas where they drill, so be 
careful in New Mexico. We don’t mind out there. Thank you. 

Mr. McCotter. I am reclaiming my time. I have a question on 
economics and then a question about the past. The question is one 
our colleagues who talked about how the subsidizing of the Federal 
Government into the housing realm has helped to keep interest 
rates low, and that if all of a sudden, it went away, interest rates 
would climb back through the roof. 

My question is, having a rudimentary understanding of the law 
of supply and demand, wouldn’t it work that if the government 
subsidized the housing market purchases, that would mean they 
would be more available to more people? And the more people that 
there are for the limited number of houses, the higher the prices 
would go for those houses, which would then reduce the avail- 
ability. Isn’t that pretty much how that would work? 

Mr. DeMarco. In posing that sort of system in the short run, 
yes. And in the long run, you would see a change in the supply of 
housing. 

Mr. McCotter. And you would see the prices come down, which 
would upset the homeowners but not necessarily the people pur- 
chasing them, which would then make the actual downpayments — 
because 3 percent of the asking price of the house would be lower 
than it would be at the governmentally-inflated rate. I just wanted 
to make sure that I actually had read the book in college that some 
might have skipped through. 

A practical question about the past would be, as you have stated, 
and I think everyone can see that in the operating of these entities, 
there were mistakes made by these boards and the people in 
charge of operating them. Is that a fair statement? 

Mr. DeMarco. Yes, sir. 

Mr. McCotter. And let me just say thank you very much for try- 
ing to go in there and fix it and working so well with us to do it. 
So this is not directed at you in any way. But just as a matter of 
curiosity, as well as public record, is there anywhere we can go and 
find just a very succinct list of who was on the boards and what 
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bad decisions these boards made; because these people made a 
whole lot of money to screw this thing up? 

And I think that under the concept of credit where credit is due, 
I know a lot of people who would like to thank them personally for 
their efforts. 

Mr. DeMarco. Since these were public companies, certainly in 
their annual disclosures and annual reports, the leadership of the 
companies is a matter of public record. 

Mr. McCotter. That is heartening. That is very heartening. I 
was also curious, since they are public companies, in those reports, 
is there anywhere we can find out how they managed to get these 
new jobs? These are important jobs. 

These aren’t just something that you would want to see go to a 
political crony who might not have the best of motivations or the 
best business acumen in terms of dealing with these things. So are 
those in there too? So you can say not only are these the people 
who should be credited with these decisions, this is also their com- 
pensation package, and here is how they were chosen to be on this 
board. 

Mr. DeMarco. I believe that is available information. 

Mr. McCotter. Can you send me the link and give me a nice 
little concise sheet of that so that I can share that with all the peo- 
ple in my district who are wondering why this thing got so bad so 
quickly, and people were compensated so much for so little? 

Mr. DeMarco. We can provide you information from the public 
record. 

Mr. McCotter. Thank you. I yield back. 

Chairman Garrett. The gentleman yields back. I appreciate the 
gentleman’s question, and also learning about the book that he 
read in college, as well. But I used the footnotes. So I do appre- 
ciate, Mr. DeMarco, your being here today, and your candid and in- 
sightful answers to all of the questions. 

And I believe that is the extent of the questions, although the 
record, as I always say at the end of the hearing, is open for an 
additional 30 days for additional questions. And as we go through 
this, I am sure there will be additional questions. Again, I thank 
you for your testimony and time today, and also your work as well. 
Thank you. 

Mr. DeMarco. Thank you so much, Mr. Chairman. 

[Brief recess]. 

Chairman Garrett. Greetings, and still good morning. We actu- 
ally were able to complete the first panel while still in the morning 
before 12 o’clock, so we are glad that we have ample time now for 
hearing the testimony from the second panel. And we welcome all 
of you. I know we are going to get our last panelist here before he 
comes up to testify. 

And so, we will begin with Mr. Deutsche from the American 
Securitization Forum. Welcome. Obviously, you are recognized for 
5 minutes. Your full written statement will be made a part of the 
record, and we look forward to your testimony this morning. 
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STATEMENT OF TOM DEUTSCH, EXECUTIVE DIRECTOR, 
AMERICAN SECURITIZATION FORUM (ASF) 

Mr. Deutsch. Thank you. Thank you very much, Chairman Gar- 
rett. My name is Tom Deutsch, and as the executive director of the 
American Securitization Forum, I very much appreciate the oppor- 
tunity to testify here on behalf of the 330 ASF institutions which 
originate, structure, trade, service, invest, and serve as trustee for 
the preponderance of residential mortgage-backed securities cre- 
ated in the United States, including those backed entirely by pri- 
vate capital, as well as those guaranteed by public entities such as 
Fannie Mae, Freddie Mac, and Ginnie Mae. 

Let me begin my remarks with what I believe to be a very clear 
consensus proposition. There is very strong political and economic 
will in the United States today to decrease the overall level of Fed- 
eral Government involvement in housing finance, and to have more 
private capital eventually replace many of the risks and rewards 
of that involvement. 

Given that 90-plus percent of mortgage loans made in America 
in the first half of 2011 were guaranteed by the GSEs, there cer- 
tainly isn’t a shortage of opportunity to achieve that goal. To date 
though, Fannie Mae and Freddie Mac have drawn $169 billion in 
direct support from the American taxpayer through the Depart- 
ment of the Treasury since they were placed under conservator- 
ship, and are predicted by the FHFA to draw a total ranging from 
$220 billion to $311 billion by the end of 2014. 

Given the substantial losses and the outsized role of the GSEs 
in today’s U.S. mortgage finance system, the ASF’s membership is 
strongly supportive of reducing the Federal Government and role 
in the mortgage finance system in America. 

While there is little opportunity for an overnight transition, there 
is a strong need to begin that transition over time and work as 
soon as possible to restore the long-term health of both the U.S. 
mortgage finance system, the U.S. economy, and the U.S. housing 
market. Reducing dependence on the public guarantees for new 
mortgage origination necessarily implies that private capital has to 
flow again into the mortgage market. 

Securitization is an absolutely essential funding mechanism for 
this to occur because bank portfolio lending will not be sufficient 
to meet overall consumer demand and reinvigorate the housing 
markets, particularly with the process of bank deleveraging and 
balance sheet reductions still under way, and with increased bank 
capital requirements on the horizon until Basel III. 

This then begs the question of whether the U.S. mortgage mar- 
ket — that has grown up for nearly a century now around the pres- 
ence of a government guarantee — can be broken down and rebuilt 
with investor demand without the backing of the American tax- 
payer. 

Our recommendation is that Congress must begin incremental 
steps over a period of years to substantially reduce the govern- 
ment’s role in mortgage finance. And we commend you. Chairman 
Garrett, for proposing today’s legislation that works towards that 
goal. 

Other key areas that may also help incrementally reduce the 
government involvement is Congressman Neugebauer’s H.R. 1222, 
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which will eventually, and over time, increase the guarantee fee, 
which will equilibrate the GSE competition with private market 
competition. The recent lowering of loan limits also creates more 
ability for the private sector to begin to reinvigorate and creates 
more opportunity for the market to return. 

Finally, reducing or eliminating regulatory competitive advan- 
tages of the GSEs compared to the private label markets will also 
allow the private markets to better and on equal footing compete 
with the GSEs. 

But before turning to efforts that may be helpful in resuscitating 
the private mortgage market, let me first highlight that the 
securitization industry is experiencing what our professionals may 
colloquially describe as a death by 1,000 cuts. If you look on the 
last page of my written testimony, it is attachment A — or I believe 
it is up on the monitor here — ^you will see a bit of a dizzying chart 
that briefly sums up the myriad of regulatory efforts that are cur- 
rently under way impacting securitization. 

Any one of these efforts may be appropriately benign in its own 
right, but when combined together in this great whole, they serve 
as an effective poison that will keep private mortgage securitization 
transactions from occurring in sufficient scale over time. 

I think this is extremely deadly to the mortgage securitization 
market, particularly in an effort to try to reduce the public guaran- 
tees on mortgage transactions. 

But because the GSEs are exempt from many of these rules, in 
particular such as the proposal to explicitly count the government 
guarantee as the 5 percent risk retention, these myriad new rules 
will further entrench the GSEs’ artificial advantages over the mar- 
kets rather than ratcheting it away. 

Additional details on those issues may be found in our written 
testimony and various comment letters linked to in that testimony. 

But turning back to your proposals. Chairman Garrett, the key 
area you attempt to replicate in the private market — the TBA mar- 
ket — certainly additional efforts to create standardization in this 
market will go a long way in creating more private market capital 
flowing into the mortgage finance market. 

And particularly, as we have seen in the loan declines over the 
past month or so, we have seen private mortgage market origina- 
tions replace what was formerly government guarantee. 

And, in fact, if you evaluate the numbers on that, you evaluate 
Senator Menendez’s proposal that came through the Senate, you 
will see that only approximately a $40-per-month increase in a 
$700,000 loan would occur because of those changes. 

Ultimately, I don’t think that is a massive or substantial increase 
in a private mortgage market over the government-guaranteed 
rate. So, ultimately, I do believe the private mortgage markets can 
substantially replace those roles. And over time, we look forward 
to working with the committee chairman to ultimately help that 
goal be achieved. Thank you. 

[The prepared statement of Mr. Deutsch can be found on page 77 
of the appendix.] 

Chairman Garrett. Thank you. 

Mr. Hughes is recognized for 5 minutes. 
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STATEMENT OF MARTIN S. HUGHES, PRESIDENT AND CHIEF 
EXECUTIVE OFFICER, REDWOOD TRUST, INC. 

Mr. Hughes. Good afternoon, Chairman Garrett, and members 
of the subcommittee. 

I am Marty Hughes, CEO of Redwood Trust, and I am honored 
to be here to testify today. Redwood has a long history as a sponsor 
and investor in private-label prime mortgage-backed 
securitizations, and we have done the only three newly issued pri- 
vate securitizations since the crisis began. 

We hope to do a fourth securitization in the next couple of 
months. I thought, just as an interesting frame of reference. Red- 
wood Trust has 75 employees and only 25 are dedicated to this ef- 
fort. So it can be done. 

My testimony is focused on the Private Mortgage Investment Act. 
But before I move to the main part of my testimony, I would like 
to address the ongoing government subsidies for the mortgage mar- 
ket. 

As I discussed in my previous testimony, government subsidies 
must be scaled back on a safe and measured basis to reduce and 
create a level playing field for the private markets to flourish. De- 
spite the warning sounds from some, mortgages did not become in- 
stantly unaffordable to thousands of prospective home buyers when 
the limits were reduced on October 1st. 

We saw a smooth transition in the market to the new low con- 
forming loan limits and, in fact, through the month of October, the 
difference in interest rates was less than half a point between the 
non-conforming and the conforming rate. 

I urge the committee to reject the attempts to raise the loan lim- 
its back up, as some have suggested, and give the private market 
additional opportunity to return to a sustainable state. 

Directing my attention specifically to the proposed legislation, we 
are just going to highlight a few things. And, overall, I would like 
to thank you for addressing the overall topic. It is the first omnibus 
bill that is going in to address all the different elements from serv- 
icing that are really investor concerns. 

My first comment is about second liens, which is one of Red- 
wood’s major concerns, and a big concern of the investors in our 
securitizations. And we believe the steps taken in the bill are a 
good first step, but we think you need an additional step. 

The most important part of skin in the game is at the borrower 
level. If the borrower can remove their skin in the game after the 
first mortgage is given out, the likelihood of default on the first 
goes up significantly. 

This was a significant event in the crisis that led to losses. And 
it continues to be a significant event that keeps investors out of the 
market. They can do their loan-to-value analysis on day one, know- 
ing what the amount of the first mortgage is. They can’t do anal- 
ysis later on and catch up if all of a sudden, the credit profile of 
that borrower has changed. 

In terms of representations and warranties, incorporating man- 
datory arbitration, we think is great. We have incorporated it in all 
three of our deals. We haven’t had to use it yet. 

One other thought that we have in terms of the proposed legisla- 
tion is the concept of having a third party identify all claims, and 
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let them be the one independent party to push through reps and 
warranties. 

In our deals, we are the credit risk manager, as holding the 
lower tranches of securities. 

So maybe the best protection for the higher tranches of securities 
is that the people on the bottom who were first in line to absorb 
losses are the ones to fight claims. Because our concern is, with an 
independent third party, there is not nearly as much incentive as 
there is for somebody at Redwood to fight claims for the protection 
of the senior lenders. 

If we turn our attention to servicers, prospective surveillance 
standards should be developed to govern when a trustee must in- 
vestigate a servicer’s performance. There need to be defined events 
that require when actions need to be taken, whether it is excessive 
loan losses, modifications, or early-pay defaults. 

While we fully agree that servicers need to be accountable, we 
think the removal of the servicer and the transfer of the servicing 
is a difficult and time-consuming process; and probably very dif- 
ficult for borrowers if they are in the middle of some type of loss 
mitigation. 

Really, what we think would make sense is to have the servicers 
have a “hot backup,” a special servicer that would work behind 
them, that is already in place. They would have the systems, the 
contact points, and it would be an easy transition to go from the 
primary servicer to the special servicer. 

So, in conclusion, I thank you for putting this bill forward. This 
bill is really important. There are a lot of facets to it. We do have 
some questions about some aspects, but we really applaud the ef- 
forts in moving it ahead. And thank you for beginning the process. 

[The prepared statement of Mr. Hughes can be found on page 
116 of the appendix.] 

Chairman Garrett. And thanks for your testimony. It raises 
more questions, but that is what we are here for. 

Ms. Ratcliffe is recognized for 5 minutes. 

STATEMENT OF JANNEKE RATCLIFFE, SENIOR FELLOW, CEN- 
TER FOR AMERICAN PROGRESS ACTION FUND; AND EXECU- 
TIVE DIRECTOR, CENTER FOR COMMUNITY CAPITAL, UNI- 
VERSITY OF NORTH CAROLINA AT CHAPEL HILL 

Ms. Ratcliffe. Good afternoon. Chairman Garrett, and members 
of the subcommittee. 

I am Janneke Ratcliffe, senior fellow at the Center for American 
Progress Action Fund and executive director of the UNC Center for 
Community Capital. Thank you for the opportunity to comment on 
the draft Private Mortgage Market Investment Act, which address- 
es several challenges that must be overcome to restore a well-func- 
tioning system of housing finance in America. 

I am also a member of the Mortgage Finance Working Group, au- 
thors of a plan for responsible housing mortgage market reform. 
And though I speak only for myself today, my testimony does draw 
on our plan. 

Our proposal calls for private capital at risk to play a much 
greater role in the market than it does today. For that to happen. 
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investor confidence in non-guaranteed securities must be restored. 
And this bill lays out several steps that will be helpful to that end. 

Importantly, the bill recognizes that the Federal Government is 
critical to a well-functioning market, even the purely private part. 
Thoughtful oversight, implemented a decade ago, could have staved 
off much of the bubble and bust of the mid-2000s. And I am 
pleased to see the regulation of private mortgage-backed securities 
getting the congressional attention it deserves. 

Issues detailed in my written testimony that I will highlight are 
as follows: first. Congress should take steps to restore investor con- 
fidence so GSEs can stop serving borrowers who don’t need them. 

But some government role in ensuring liquidity and access re- 
mains absolutely critical for the bulk of the $11 trillion mortgage 
market. It would be unwise to pull the rug out from under the mar- 
ket by scaling back this support too quickly. 

As the draft bill suggests, standardization of products, terms and 
conditions is critical, and I particularly commend the proposal for 
demarking the 30-year fixed-rate mortgage category, which has 
been the building block of middle-class economic security in this 
country for more than 70 years. 

And I concur with Mr. Peters’ prior comments on the need to 
take additional steps to ensure it continues to be broadly available. 
Classifications of mortgage loans as called for in this bill should 
consider loan and channel factors that have been proven to affect 
risk. And though it is unclear how the categories will be set, is 
clear it will be a challenge to get it right. 

There is real risk that if the classification system is based on 
borrower factors, it could duplicate problems raised by the recent 
regulatory proposed QRM definition. Moreover, we must avoid re- 
peating the mistake of consigning qualified borrowers with fewer 
resources to higher risks, higher costs, products, and channels. 

To Mr. Posey’s earlier point, my written testimony provides evi- 
dence of additional sustainable high loan-to-value lending to mod- 
erate-income families that has proven successful, even during this 
time of market turmoil, and I would be glad to provide more details 
during discussion. 

The bill’s transparency requirements and loan level disclosures 
are welcome changes to the PLS market. One open question is 
whether those standardization measures will go far enough to fos- 
ter a private label TBA market. 

In the proposed private market, multiple loan classes, multiple 
issuers, and a lack of government guarantee may likely inhibit a 
TBA market, making this regime a useful complement, but nec- 
essarily a viable substitute to serve the entire conforming loan 
market. 

The bill’s measures to reduce conflicts of interest related to sec- 
ond hens are also welcomed. However, any provisions that limit the 
use of second hens should be constructed to favor legitimate down- 
payment assistance programs, which are so vital in so many com- 
munities’ economic recovery at this time, and allow households to 
make productive use of their accumulated housing wealth. 

There are certain provisions of the draft that should be reconsid- 
ered altogether. These include striking risk retention requirements. 
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standing government principal reduction initiatives, and easing 
qualifying mortgage rules. 

Other fundamental questions to be addressed include choosing 
the best regulator to fill the mandate, how the bill fits in with ac- 
tive GSE reform proposals, and other critical next steps toward a 
more responsible and comprehensive system of housing finance. 
Standardization and transparency as promoted by this draft bill 
are essential, but are not enough. 

A well-functioning mortgage market also requires broad and con- 
stant liquidity, stability, affordability, and consumer protection. In 
closing, I would like to commend the chairman and the other mem- 
bers of the committee for holding this hearing. 

As Congress and the Administration work to design a better sys- 
tem of housing finance, it is important to make sure the rules of 
the game are laid out clearly and fairly before anyone can be ex- 
pected to start playing. 

I believe the Private Mortgage Market Investment Act as drafted 
is a helpful starting point for negotiating those rules. But it must 
be seen as only a first step towards comprehensive reform. And I 
look forward to your questions. 

[The prepared statement of Ms. Ratcliffe can be found on page 
124 of the appendix.] 

Chairman Garrett. Thank you. 

Mr. Wallison, welcome back. You are recognized for 5 minutes. 

STATEMENT OF PETER J. WALLISON, ARTHUR F. BURNS FEL- 
LOW IN FINANCIAL POLICY STUDIES, AMERICAN ENTER- 
PRISE INSTITUTE (AEI) 

Mr. Wallison. Thank you, Mr. Chairman. 

My name is Peter Wallison. I am a senior fellow at the American 
Enterprise Institute, and I would like to make the following oral 
statement. I have also submitted a detailed written statement. 
There are three serious problems facing this country: unemploy- 
ment; the Nation’s enormous debt; and the deplorable state of the 
housing market. 

All three are directly involved in the subject of today’s hearing. 
The proponents of a government role in the housing finance system 
don’t mention it, but continuing the government’s role in housing 
finance increases the Nation’s debt. There are $7.5 trillion of gov- 
ernment agency debt, most of it Fannie’s and Freddie’s that is off 
budget, but still a burden to the taxpayers. 

We can reduce it by eliminating the GSEs over time and turning 
over housing finance to the private sector, like every other part of 
our economy. Securitization, which has worked well for 30 years 
and is almost universally used for credit cards and auto loans quite 
effectively, is a necessary source of funds for mortgages. This is be- 
cause there are insufficient funds in the banking system to meet 
the housing sector’s needs. 

And banks have to raise capital levels, which causes them now 
to reduce their lending. Securitization also accesses a huge, cur- 
rently untapped source of funds. Fixed-income investors, such as 
insurance companies and pension funds, have at least $13 trillion 
to invest and almost all of it now goes to corporates, some of it to 
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junk bonds. Institutional investors used to be major buyers of mort- 
gages, but not after the GSEs came to dominate the field. 

The yields on GSE securities are just too low for the needs of 
these investors. Mortgages would diversify their risks, making 
them much more stable. It also provides funds for U.S. home- 
owners, a win-win situation if there ever was. A robust 
securitization market will bring in these institutional investors, 
and of course, if the housing market revives with more funding, un- 
employment will decline. 

Since the financial crisis of 2008, private mortgage securitization 
has almost been moribund. One of the major reasons is uncertainty 
about the government’s future role in the housing market, for ex- 
ample, whether Fannie and Freddie will continue to exist or some 
other government program will replace them. Few if any firms are 
going to invest in a securitization program if they understand or 
believe that they will be competing ultimately with the govern- 
ment. 

Beyond that, however, various provisions of the Dodd-Frank Act 
add substantially to the risks faced by securitizers. These are de- 
tailed in my prepared testimony, but I will name a few now. The 
5 percent risk retention idea gives a huge financial advantage to 
FHA and the GSEs. They can securitize any mortgage that is not 
a QRM without paying the large capital costs of holding a 5 per- 
cent risk slice indefinitely. 

Private mortgage securitizers simply can’t compete with this. 
Anyway, the whole 5 percent retention idea doesn’t work to reduce 
risk-taking, only a vertical slice through the pool will qualify for 
true sale treatment under accounting rules, and the vertical slice 
does not provide much incentive to avoid risk taking. 

Fortunately, the Garrett bill will repeal the risk retention provi- 
sions of the Dodd-Frank Act and substitute a more effective means 
for preventing deterioration of underwriting standards. By pro- 
viding for minimum mortgage standards and securitization, it reas- 
sures investors and prevents the kind of mortgage meltdown that 
caused the financial crisis in 2008. 

The bill also goes some distance toward eliminating the nuclear 
bomb lodged in the QM provisions of Dodd-Frank. This creates a 
defense to foreclosure if a borrower claims that he received a mort- 
gage he could not afford. The bill exempts prime mortgages from 
this provision and also provides for an exemption from the Securi- 
ties Act for qualified securities based on prime loans. Other provi- 
sions require the standardization of documentation used in 
securitizations, including trust and servicing agreements, manda- 
tory arbitration, and appointment of an independent trustee when 
a servicer has a conflict of interest with investors. 

All these provisions will encourage firms to enter the 
securitization business and institutional investors to buy and hold 
the resulting securities. There are many more reforms that I 
haven’t mentioned. Many of them are necessary, but not included 
in the bill. This legislation is an important start on the process of 
reviving the private mortgage market, controlling the U.S. debt, 
creating a growing housing market, and reducing unemployment. 

That concludes my testimony. Thank you. 
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[The prepared statement of Mr. Wallison can be found on page 
142 of the appendix.] 

Chairman Garrett. I thank the entire panel for all their testi- 
mony. I will now recognize myself for 5 minutes for some questions. 
Mr. Wallison, I think if I heard him right at the very beginning, 
the ranking member said that legislation would create a significant 
intrusion by the Federal Government into the housing mortgage fi- 
nance market. As if we haven’t been a significant intrusion into the 
housing finance market for the last few years, i.e., the diagram 
that we just saw up on the screen. So, maybe we have gone too far 
even in this legislation and perhaps — and Mr. Wallison you sort of 
say that in your — at least at one point with regard to — we set out 
standards for the sponsors. 

Can you comment as to why you think we are going essentially 
then an overreach when we try to do that? Is that a — 

Mr. Wallison. Mr. Chairman, I don’t think you are going too far. 
I think it is a good idea. 

Chairman Garrett. Okay. 

Mr. Wallison. I think it is a responsibility of Congress after 
what we experienced in 2008, to do something about the problem 
of gradual mortgage quality deterioration as a housing bubble 
grows. The proposal that was made in the Dodd-Frank Act and 
adopted there, the 5 percent retention, will not work. 

What will work is providing certain basic prime mortgage stand- 
ards that would be available for securitizations. That will prevent 
the private market from going out of control, as it occasionally 
does, when bubbles begin to grow. 

Chairman Garrett. I appreciate that. You are going down a 
slightly different road — maybe I didn’t ask my question clearly 
enough. We set also, besides the standards there for that, stand- 
ards for the securitization; and then with the standards or certifi- 
cation, if you will, in the bill for the sponsors — for the issuers as 
well. 

I thought I read in your testimony that you said if we do that, 
we create impediments to folks coming in and being that. 

Mr. Wallison. I am sorry. I didn’t understand your question. I 
am concerned about setting standards for securitizers because I 
don’t think they are necessary. I think especially if you are setting 
standards for the financial capabilities of securitizers, it adds cost 
for them, makes it less likely that more organizations will become 
securitizers, and thus reduces competition and the efficiency and 
innovation that will occur in that market. 

The really good thing about securitization is that the purchasers 
of mortgage-backed securities in securitizations are protected by 
the subordinated pieces in those securitizations, not by the qual- 
ity — the financial ability to respond — of the sponsor or the 
securitizer. Now, I understand that some people may be concerned 
about whether they are financially responsible, but we have to cre- 
ate a balance here. 

What I am always afraid of is that government regulation, which 
always imposes costs, will keep many people out of the 
securitization business who could otherwise profitably engage in it. 

Chairman Garrett. Okay, I have to think all these through. 
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Mr. Hughes, you started to — and maybe I just didn’t hear the 
next step with regard to the second lien provision? And you sort 
of said, “Okay, what we have in here is good,” but then you said, 
“But, hey, there is a next step.” 

Mr. Hughes. The second lien provision, I think there should be 
some limitation on a borrower’s ability to take out the second mort- 
gage, all the way up front so that there would be a test. And it 
would be a test that the combined loan to value of a first mortgage 
combined with a second mortgage couldn’t be over 80 percent. 

Chairman Garrett. Okay. 

Mr. Hughes. There would be an approval by the first mortgage 
lender. So the first is not disadvantaged as a result of someone tak- 
ing out a second mortgage. 

Chairman Garrett. But can you walk me through in a real- 
world experience how that actually works? 

Mr. Hughes. It requires an amendment to the Garn-St. Germain 
Act. 

Chairman Garrett. It is hard. 

Mr. Hughes. I know you mentioned — and everybody says it is 
impossible to amend it, but therein lies the problem. So I think 
there are ways to get there. But just being able to allow a borrower 
or another lender to hand out and give out another mortgage after 
the fact is very, very problematic for AAA investors. 

Chairman Garrett. Mr. Wallison, on that point? 

Mr. Wallison. In commercial lending, Mr. Chairman, the first 
lienor always has the right to approve whether there will be a sec- 
ond lien on the same property. In this case, if the first has the ap- 
proval right and a second lien is proposed, the first always has the 
choice whether to decide to allow a second lien or not. If he decides 
not to, he runs the risk that the mortgage will be refinanced away 
from him. So there is a choice that is given to — 

Chairman Garrett. Right. And I know what we have here but 
one of the tricks is the notice requirement, I guess, on how you do 
all this. And I guess you have to work faster; we have language 
here. I am out of time, but Ms. Ratcliffe, did you want to chime 
in on that point? No? Well, then, I thank the panel for the answers. 

Mr. Green is recognized. 

Mr. Green. Mr. Chairman, I know you are a stickler for time, 
but given that we don’t have a really long line today — 

Chairman Garrett. I will give you an extra 15 seconds. 

Mr. Green. No, not for me. 

Chairman Garrett. Oh. 

Mr. Green. My suggestion is that you be a little bit more liberal 
with yourself, and I am not going to object. So by unanimous con- 
sent, I would agree that you should finish your question. 

Chairman Garrett. I very much appreciate that. I will yield to 
the gentleman if he has questions. We can go around again for an- 
other round. 

Mr. Green. All right. 

Chairman Garrett. But that was very nice of you to offer. 

Mr. Green. Thank you, Mr. Chairman, and I thank the wit- 
nesses for appearing. 

Let me start with Mr. Deutsch. It is good to see you; it has been 
a while. 
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Mr. Deutsch. Yes. 

Mr. Green. And I would like to start because you mentioned that 
there would be an increase in the product, but that increase was 
not going to be exponential. Is this correct? 

Mr. Deutsch. An increase in the product of private mortgage se- 
curities? 

Mr. Green. Yes, sir. 

Mr. Deutsch. Yes. 

Mr. Green. And I am just curious as to how you arrived at, I 
think it was $40 for a loan at a value of, what was that value 
again, please? 

Mr. Deutsch. $700,000. A $700,000 loan, so — 

Mr. Green. A $40 increase. 

Mr. Deutsch. I will run through the quick math of how the con- 
forming jumbo market has changed. On September 30th, obviously 
the loan limits went down from $729,000 to $625,000, approxi- 
mately. If you were to look at yesterday’s mortgage rates, a jumbo 
conforming is about 4.5 percent; a loan that is a jumbo loan that 
is not conforming — that is the GSEs wouldn’t be willing to buy it — 
was about 4.5 percent. 

So it is about 25 basis points difference. Senator Mendez’s 
amendment would say that the rate on the conform launch should 
go up 15 basis points, that there should be an extra fee on it. 

So the difference you are looking at for conforming loans — con- 
forming jumbo versus a nonconforming jumbo would be about 4.4 
percent with a government guarantee and 4.5 percent for the non- 
government guarantee, which on a $700,000 loan, works out to be 
about $40 a month. 

Mr. Green. Let me ask you this, we don’t find a lot of these 
loans being accorded in the market currently, do we? 

Mr. Deutsch. It is about 3 percent of all mortgages nationwide 
were in the $625 to $700 — 

Mr. Green. My point is if there is some concern about the loan 
itself in terms of — cost doesn’t appear to be a factor. What would 
be the factor that causes these loans not to be a product that con- 
sumers are eager to purchase? 

Mr. Deutsch. I think consumers are eager to get loans in that 
band, if that is the price of the house that you are looking for. Ob- 
viously, there are not that many million-dollar homes out there 
that people are looking to purchase, but there are a substantial 
amount. 

Mr. Green. All right, let me move on and ask — let us see. 

I believe Mr. Wallison — is that correct, sir? 

Mr. Wallison. Yes, sir. 

Mr. Green. Thank you. You have indicated that this would re- 
peal the risk retention provision in Dodd-Frank and you indicate 
that would be a standard set for securities and, of course, there will 
be no Federal backstop any place in this process. Is that correct? 

Mr. Wallison. Yes, that is correct. 

Mr. Green. Okay, let us start with the notion that there won’t 
be a Federal backstop. Is it your opinion that there will be a great 
demand for the products absent a Federal backstop? 

Mr. Wallison. Absolutely. My discussion with people in the pri- 
vate sector, and also just simply thinking about it, would indicate 
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that once the Federal Government is out and there is no risk-tak- 
ing by the Federal Government and no subsidy of government risk- 
taking by the taxpayers, the private sector would be very happy to 
take mortgages and mortgage-backed securities that produce mar- 
ket-based yields. 

As I mentioned in my testimony, the fixed-income buyers of secu- 
rities like insurance companies and pension funds really need mar- 
ket rate securities like mortgage-backed securities. They don’t have 
them to invest in now because of the domination of the market by 
the GSEs. 

When these mortgages become available through a private mar- 
ket, these buyers will step in and be major supporters of the mort- 
gage market, which will help housing buyers, the housing market, 
and of course, give the buyers the diversification that they need. 

Mr. Green. I don’t know that I am going to adamantly differ 
with you, but I talked to a lot of people and — hut most of the people 
that I talked to have a different opinion, so perhaps you and I 
should talk more and perhaps you can enlighten me to a greater 
extent — 

Mr. Wallison. I would be happy to do that. 

Mr. Green. — but I just don’t find that is the case. 

One more thing, you do agree that part of the reason we are in 
the trouble that we are in now is because the originators were not 
concerned about whether persons were able to pay; they were just 
originating loans that they could pass on. 

Well, if we eliminate the risk retention, how will the standards 
prevent this from occurring again — just standards alone — ^because 
we had standards before? And this will be my last question, but I 
would like to hear your answer, given that we had standards be- 
fore, and we had the risk passed on to others, even with standards. 

Mr. Wallison. This is a much more complicated question than 
simply those transactions. 

What happened was that the government was interested in buy- 
ing mortgages or having Fannie and Freddie buy mortgages irre- 
spective of the quality of those mortgages, because Fannie and 
Freddie were required to reach certain quotas in the purchase of 
mortgages for people who were at or below the median income in 
the areas where they live. That created what would always happen 
when the government says, “We will buy whatever you can 
produce; we are not worried about the quality.” Those things are 
produced and that is how we got to the situation we are in. That 
is one of the reasons why I am very much afraid of returning to 
a market in which people are no longer interested in the quality 
of the mortgages that are being produced. 

That can also happen when a bubble develops in the housing 
market, because the tendency of a bubble is to suppress delin- 
quencies and defaults, so mortgages and mortgage-backed securi- 
ties look safer than they actually are. That also produces excessive 
demand for low-quality mortgages, which have high yields. 

What this bill would do, as I understand it, is set minimum 
standards for mortgages that can be securitized. They would be 
called prime mortgages. And if it is possible that can be done — and 
I gather that Mr. Demarco believes it is — we could avoid many of 
these problems of deterioration in mortgage — 
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Mr. Green. Would it surprise you to know that Dodd-Frank sets 
some minimal standards? 

Mr. Wallison. I don’t know that I have seen in Dodd-Frank any- 
thing that requires a certain minimum standard. What Dodd- 
Frank is trying to do is to penalize people who do not securitize a 
Qualified Residential Mortgage (QRM). But a QRM, as now de- 
fined, at least by the regulators, is a mortgage that is far more of 
a prime mortgage than it needs to be. It is a much more difficult 
mortgage to obtain. 

There would be many, many mortgages that are not as high 
quality as the QRM has proposed, which could be securitized by the 
private sector or the — 

Mr. Green. So this bill lowers the standard? 

Mr. Wallison. I don’t know that it would lower the standard, we 
haven’t seen what those standards would be, but it would probably 
involve less than a 20 percent downpayment. 

Mr. Green. Thank you, Mr. Chairman. You have been generous. 
I will wait for the second round. 

Thank you. 

Chairman Garrett. Sure. Thanks. 

The gentleman from Arizona? 

Mr. SCHWEIKERT. Thank you, Mr. Chairman. 

Mr. Hughes, you are literally one of the only folks, I think in the 
market over the last couple of years, who has actually done an 
MBS securitization. 

What do you think the appetite is out there right now for mort- 
gage-backed debt? 

Mr. Hughes. I think the appetite out there is very high; having 
said that, it is going to require that you meet their standards. 

A lot of those standards are what are built into this bill and 
what we have put into the existing bills that are out there. We are 
not going back to the days where they are going to buy subprime 
securities. Where I really think there is the biggest securitization 
market is for prime — so to the extent that loans that look a lot like 
the Fannie and Freddie loans, I believe investors would buy on the 
private side, to the extent that you meet the criteria for trans- 
parency disclosures, fairness of collateral protection. 

Mr. ScHWEiKERT. Of properly packaged. 

Mr. Hughes. Properly packaged. 

Mr. SCHWEIKERT. Okay. 

On the previous panel, Mr. Demarco talked about holding, what, 
almost a trillion dollars in mortgage debt. I am assuming that was 
both performing and nonperforming. 

If he were to come to you and say, “Here is $100 billion of per- 
forming GSE debt, but we would like to strip the Federal guar- 
antee,” is there a hunger for that? Is that something someone like 
yourself would package in one securitization and sell? 

Mr. Hughes. That is something that we would be interested in 
to the extent it is from current production. I don’t know that we 
would want to jump into the older loans. 

Mr. SCHWEIKERT. Okay, so 2009 and later? 

Mr. Hughes. To the extent that there was a billion dollar pool, 
and the credit enhance point was five points on that pool. Redwood 
would absolutely consider — to the extent that it met the criteria 
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and if you look at the average criteria for the Fannie/Freddie pool, 
they look a lot like the Redwood-type pools except the loan size is 
more. 

Yes, we would buy them, and I think there is a pretty deep mar- 
ket to do that. 

Mr. SCHWEIKERT. And that is sort of an open question for anyone 
on the panel because I have been trying to get my head around the 
appetite for fixed-income mortgage-backed loans that would be lin- 
eage from really the last 3 years. So we know it is written at a re- 
adjusted real estate value, probably with a much tighter under- 
writing standard, and how much of that debt would be consumed 
even without a Federal guarantee. But at the same time, if it was 
consumed in different types of securitization, would that also help 
us build exactly what Chairman Garret is doing here is the flow 
in the system and the pipeline? 

Am I making a mistake somewhere? 

Mr. Hughes. No. 

Mr. Deutsch. To jump in, I think there is a degree with Mr. 
Hughes, there is a significant appetite from investors for mortgage- 
backed securities. Ultimately, the question every investor will ask 
is, what is the price? And many if not any investor will buy the 
appropriate price or the price that they would be willing to pur- 
chase at. 

One of the key challenges of the last few years is sort of the price 
and sort of the supply/demand equilibrium has been off and that 
investors are demanding higher prices and want to see higher 
prices where they and where as issuers want to issue them at 
lower prices or lower yields and those are just starting to come into 
the equilibrium and you are seeing some transactions like Redwood 
come out into the marketplace. 

Mr. SCHWEIKERT. In my last minute-and-a-half, Mr. Demarco 
calls one of your members and says, “Hey, I have $100 billion of 
performing mortgage debt, I want to strip the Federal Government 
guarantee off of this,” what would be the barriers that you would 
see within the securitization world right now? Is there a reps and 
warrants issue? Where do I have an Achilles heel? 

Mr. Deutsch. The first question, as I indicated, would be the 
price. What is the price you are trying to sell me those at, and 
what do I value that as? 

In terms of the other barriers, reps and warrants, assuming that 
Fannie and Freddie have bought these, they have pretty stringent 
reps and warranty requirements in place so most investors would 
take those as appropriate reps and warranties there in place. Some 
may want some more repurchase requirements similar to what has 
been promulgated out into the market, but I think those loans 
would be able to be sold out into the secondary market again, just 
depending on what the price was. 

Mr. SCHWEIKERT. Ms. Ratcliffe, would you have any objection to 
seeing the GSEs right now at least offer some of their debt and see 
if they could literally go out in private places? 

Ms. Ratcliffe. I think there would be a lot of benefits in at least 
getting price discovery. I think the questions you have to find out 
are — I don’t think there is an $11 trillion appetite. I think the 
questions that will come up are, “What price?” and “Using what 
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products?” and “For whom?” And so, I think that price discovery 
would help show what the real gap is. 

A lot of people refer to this 40 to 60 basis points difference facing 
jumbo borrowers in the fixed-rate market versus GSE execution. I 
think that is a little misleading because it is exactly the jumbo bor- 
rowers who can access that kind of product efficiently without any 
government support. So it is not surprising — 

Mr. SCHWEIKERT. Mr. Chairman, with respect to — actually, the 
price discovery is one of the things I have great interest in, be- 
cause, in a weird way, this is also debt that has some performance 
history. So actually, it may carry somewhat of a premium on my 
credit risk side. But I have also been trying to do some quick cal- 
culations, saying, “Okay, if this debt from the last couple of years,” 
and with the Federal Reserve trying to move us out from the 
WAM, my 30-year interest rate is here today — there may be a pre- 
mium to the GSEs right now on that debt from just a yield stand- 
point. 

All right. 

And thank you, Mr. Chairman. I am sorry I went over my time. 

Chairman Garrett. It will be remembered. 

The gentleman from California? 

Mr. Campbell. Thank you, Mr. Chairman, and thank you, panel. 

Mr. Hughes, your re-securitizations were often held up by a lot 
of people as an example of what could occur if there were no gov- 
ernment guarantee in any segment of the market. I have a report 
from Business Wire here dated September 27, 2011. It talks about 
your last securitization. 

And it says, “The weighted average original combined loan-to- 
value ratio is 64.2,” meaning an average 36 percent downpayment, 
“and a weighted-average original FICO credit score of 773,” which, 
last I checked, I don’t have. So that is a very high down, very high- 
credit type of issuance you are making, correct? 

Mr. Hughes. Correct. A couple of observations: If you were to go 
look at where Fannie’s and Freddie’s executions are, you would see 
750 FICO scores, and you would see a probably a 70 percent loan- 
to-value. 

So they are not that dissimilar. And then probably the bigger 
comment is, with everything getting sold to the government or on 
a bank’s balance sheet, they are the only loans available for us to 
buy and securitize. 

If we had access to more loans, but there are no loans to buy. 
With 95 percent of them going to the government, we are con- 
strained in what we can buy. 

Mr. Campbell. Mr. Hughes, I find that also another from this is 
that the average balance is $793,000; so these are, as we say, not 
conforming loans. These are in the jumbo market. 

I come from the Newport Beach/Irvine area of Orange County, 
where my average house price is higher than this. So I can tell you 
there are plenty of people who are trying to buy houses and trying 
in the jumbo market without any government support, trying to 
buy houses with 20 percent down, trying to buy them sometimes 
with 40 percent and 50 percent down, and with FICO scores of 740 
and 715, and they can’t get a loan. 
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So I would suggest that — to say that you can’t find those loans — 
there have to be plenty of loans out there with lower FICO scores 
and lower downpayments than this. 

Mr. Hughes. Redwood Trust is not an originator or a servicer. 
So what we do is align ourselves with banks, large mortgage com- 
panies, and then draw from their distribution network. So we can 
only draw in — 

Mr. Campbell. Okay, but doesn’t that mean that somebody along 
the line, maybe because of the risk retention requirements, maybe 
because of your ability to sell into the secondary market, once these 
kinds of downs and these kinds of credit scores without a govern- 
ment guarantee, they are not — I have a Dow Jones report on the 
same thing from September 20 , 2011, which says, “Redwood and 
lead manager Credit Suisse raised the coupon to 3.9 from the ex- 
pected 3.6 set for investors. One of the speculators said investors 
are concerned about low yields they are being asked to accept to 
take the credit risk,” which, obviously, when there is a government 
guarantee, that credit risk is out of the equation. 

So that means that somewhere along the line — 

Mr. Hughes. I would disagree with the conclusion for the reason 
that we went from 360 to 390, and I would point to the disruption 
in the financial markets and widening of credit spreads across the 
board. 

Mr. Campbell. Okay, but back to my original point, there are 
plenty of people who would love to buy a house in the noncon- 
forming market with 10 percent down or 20 percent down who 
don’t have this kind of credit score. Somebody along the line won’t 
make them loans. 

Somebody along, in the — or else you could package them and 
send them out, because there is no government competition there, 
or somebody else would do it. It just seems unreasonable for me 
when, in this area of the market, where there is no government 
competition, to say that the loan demand out — if you are the only 
one doing it, why isn’t somebody else doing 10 percent loans or 20 
percent loans down? 

Mr. Hughes. I don’t know. 

Mr. Campbell. Okay. Mr. Deutsch, I spoke to the American 
Securitization Forum, to your group, back in June. And I asked the 
group — there were 200 or so people there — whether they would 
transact in the TEA market without a government guarantee on 
the securitization. And I asked people to raise their hands. Not a 
single hand in the room went up. I then said, “Let me repeat it. 
Make sure you all understand: Will anybody in this room do it?” 
Not a single hand in the room went up, and I then said, “Let the 
record show that no hands went up.” 

Was that a totally nonrepresentative part of the American 
Securitization Forum, or how can we — if that is correct, how can 
we have a robust securitization market without a government 
guarantee if nobody is going to go into the TEA market with it? 

Mr. Deutsch. We certainly appreciate your participation at our 
annual meeting. Congressman Campbell. 

I would say the one key factor that was omitted from asking that 
question is what the price would be. As I indicated before, I don’t 
think you will get any investor to say they would be willing to 
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transact without knowing what the price is, what the yields would 
he, and I think that is where, if I was sitting in that audience, I 
wouldn’t raise my hand, because I would want to know and nego- 
tiate that price. 

Mr. Campbell. Okay, then the question is: What is that pre- 
mium? And I realize my time has expired. So I have lots more 
questions, hut I think we are doing a second round. 

Chairman Garrett. Sure. 

The gentleman from New York is recognized for 5 minutes. 

Mr. Grimm. Thank you, Mr. Chairman, and thank you to our 
panelists. 

I appreciate you coming in and giving us your testimony today. 

Mr. Deutsch, can you just go into a little bit about how the GSEs 
underprice credit risk? 

Mr. Deutsch. I think what you see in the current market right 
now is the GSEs have what they have a guarantee fee that they 
charge to people selling into their securitizations effectively. You 
can look at various ways. 

I think FHFA has a good report out on how that guarantee fee 
is effectively underpriced so that if you sell a loan to Fannie and 
Freddie, and they will sell it out to mortgage-backed investors, 
when there are a higher delinquencies or defaults, particularly over 
the last few years. 

Over time, those aggregate to be more in terms of losses than 
their guarantee fees that they are charging, which is one expla- 
nation of why you had $169 billion flow to Fannie and Freddie from 
the U.S. taxpayer. 

Mr. Grimm. Thank you. And one other question to you as well, 
I think it was you who mentioned, “Death by 1,000 regulatory 
cuts,” and, as you know, a lack of private securitizations. Can you 
just describe that a little bit, please? 

Mr. Deutsch. Sure. I think what we have seen over the course 
of the past couple of years, there is no question in our minds, in 
our membership’s minds, that additional reforms to securitization 
have been necessary, and we have been very supportive of things, 
even such as a basic risk retention requirement, as well as it 
doesn’t have bells and whistles like a premium capture cash re- 
serve account and other items that aren’t called for in the Dodd- 
Frank Act. 

But those 1,000 cuts, when you add up so many different regu- 
latory initiatives, it makes it very hard for private sector capital to 
flow back into this market, because if you are — think about if you 
are running your own business, you have 10, 20 , 30 regulatory ini- 
tiatives coming at you, you don’t know how they are going to come 
out — it is very hard to go to your boss and say, “Hey, we need to 
build up some infrastructure here. We need to build up and hire 
more staff, but we don’t know what is going to happen with Fannie 
and Freddie. We don’t know what is going to happen with these 
QRM rules. We don’t know what is going to happen exactly with 
Basel III.” 

It makes it very challenging to be able to build and run a busi- 
ness, and proud folks like Mr. Hughes, who have been able to come 
out in the market, get some transactions going, and be prepared for 
when the market does turn. 
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But I think most of our market participants would say that may 
he years down the road, particularly given the uncertainty around 
what will happen to Fannie and Freddie. 

Mr. Grimm. Thank you. 

Mr. Hughes, I think you have heen critical of QRM, and if you 
could, just very briefly describe to me what is wrong with the pro- 
posed QRM. 

Mr. Hughes. We haven’t been that critical of QRM. Actually, for 
the whole risk retention, we are probably one of the few people who 
were in favor of the risk retention rules. 

But I would say, generally, where risk retention has come out in 
the proposals, and with premium capture and where it is going, it 
is just too cumbersome to actually make work. So I would say, from 
a Redwood standpoint, we would agree with the proposal, rely on 
representation to warranties rather than a narrow definition of 
QRMs. 

Mr. Grimm. Okay. Thank you. 

I am going to throw this out to the panel. I have often said that 
the economy won’t fully recover and turn around and grow until we 
get the housing market turned around. I just think it is too big a 
sector. And if you could pick two things that you think that Con- 
gress should make paramount, maybe we will get those who 
haven’t spoken yet, what would they be? 

Ms. Ratcliffe. I have one. 

Mr. Grimm. Okay. 

Ms. Ratcliffe. And it is a little theoretical here, but actually, 
a colleague, Phillip Swagel at AEI, I would sort of paraphrase what 
he has said, that we should recognize that whether there is an ex- 
plicit or an implicit or an unstated government guarantee, the gov- 
ernment is always going to step in to preserve markets. 

And so if you all could come around to making a confirmatory 
statement that you do see a role for some kind of limited govern- 
ment guarantee, at least in the foreseeable future, for supporting 
the middle of the market, or the sort of the conforming space that 
it is today, I think that would send a tremendous signal to the 
marketplace to begin planning ahead and moving forward with a 
comprehensive understanding of what the market is going to be 
like. Just sending that signal along and moving forward with fig- 
uring out how to structure that guarantee. 

Mr. Grimm. Thank you. 

Go ahead, sir. 

Mr. Wallison. I am glad to be able to point out that everyone 
at AEI does not agree. My view is the opposite, and that is, to the 
extent that we have any government involvement in the market, 
we will rekindle the kinds of problems that caused the financial cri- 
sis in 2008. 

What we ought to be sure that we do have is market discipline, 
with firms being able to fail, and firms that market poor quality 
mortgages bearing the costs of that, and/or the investors bear the 
costs of that. So I would strongly oppose any system where we in- 
troduce the government to support the housing market in any way. 
I think it can be done perfectly well by the private sector. 

Mr. Grimm. My time has expired. 

Thank you. 
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Chairman Garrett. The gentleman yields back. 

And without objection, we will do a second round. I would like 
to do it just for the dedicated people who are remaining here, but 
I am told I am not allowed to exclude other Members from coming 
in by sealing the doors, or what-have-you. But be that as it may, 
I will start the second round and then go through it. 

So from the testimony, what we hear is in one respect, and we 
have heard this before, that part of the issue is that it is a supply 
problem, and not a demand problem; that there is a demand out 
there. And there is a supply problem as far as the security from 
the underlying — from the lack of mortgages underneath them. 

But to the gentleman from California’s question, I think it was 
a good question. I think, “Why isn’t this happening above the con- 
forming loan limits right now?” 

And Mr. Hughes, could it partly be in fact that with the bank 
balance sheets as they are, that the banks — and I see Ms. Ratcliffe 
is nodding her head — that the banks are just picking these things 
up, since these are the million dollar homes. And these are the 
ones — I will let either one of them — Ms. Ratcliffe, is that what is 
happening, do you think? 

Mr. Hughes. That is, in fact, what is happening. 

Chairman Garrett. And Ms. Ratcliffe agrees? Yes? 

So I guess that answers that piece of it. I can’t, obviously, ex- 
plain what the particulars are in any anecdotal story as to why in 
certain cases, people aren’t getting the loans that they are looking 
for. I know I personally have a good credit rating score and I have 
a job, but I would not be able to, right now, much as I would like 
to, go and get a loan for $700,000, because I am on a fixed income. 

But to Ms. Ratcliffe, and anybody else on the panel as well, the 
issue here is — and I think what we are trying to do here is to 
change the focus from the focus by investors to being on from the 
credit rating of the United States, which is having problems by 
itself, to the credit ability of the borrower. Isn’t that really what 
we should be trying to do? 

Ms. Ratcliffe. Peter and I can continue to have our debate for- 
ever, but it is not going to advance the market. And I think if we 
can say we are going to find a minimum appropriate role for gov- 
ernment — 

Chairman Garrett. Okay. 

Ms. Ratcliffe. — as well as the responsibility for borrowers, and 
start moving towards structuring that — 

Chairman Garrett. Right. 

Ms. Ratcliffe. — that is what I am calling for here. Our plan 
at the Mortgage Finance Working Group foresees using mostly pri- 
vate capital in this sector with an FDIC-like model, where exhaust- 
ing the balance sheets of the securitizers, the issuers, you would 
then have a pooled fund that you could go to and only super-cata- 
strophic government guarantee. 

Chairman Garrett. Yes. 

No one is suggesting that we would not — I think someone else 
testified to this — no one is suggesting that we are not having a gov- 
ernment involvement in the housing sector, because even with this, 
if this was to happen tomorrow — and no one is suggesting that this 
is happening tomorrow — is that you would still have — who said it? 
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You would still have the FHA; you would still have the EVA; you 
would have Ginnie Mae; you would have the Federal Home Loan 
Banks; you would have the mortgage-interest-deduction aspect. I 
know that plays into how things finance in the sense that we sup- 
port borrowing that way; right? 

And of course, there are prohahly a myriad of other Federal pro- 
grams, I think some of which I guess Ms. Ratcliffe is referring to 
as far as supporting — supporting people as far as community pro- 
grams and the like; so all of those would remain out there. 

So I guess that — and maybe to the point that Ms. Ratcliffe 
raised — to the extent that what would happen if you did something 
to send a signal to the marketplace, if you did something on top 
of that — and I guess, Mr. Wallison and I will open it to anybody 
else — what signal would it be if you say, well, we are going to con- 
tinue to have a backstop to the marketplace? 

Would you get the same response then from your investors, Mr. 
Deutsch, as far as they are saying, well, we are going to wait and 
see then, until — 

Mr. Deutsch. I think if you are selling out securities to inves- 
tors — 

Chairman Garrett. Yes? 

Mr. Deutsch. — and you tell them that there is an implicit back- 
stop, or they get the sense that there is an implicit backstop to 
those securitizations, that will make it more desirable to them. And 
the fact that they will be able to go back to the government if the 
government — 

Chairman Garrett. So they will go there, as opposed to go over 
here? That they will go over to the government — 

Mr. Deutsch. Right. If you have a choice, if you are sold a pri- 
vate security and you are sold a public security, and they are at 
the same yield, you will choose the public security every day, be- 
cause you have the U.S. Government as a backstop. Then, it be- 
comes a quality covered bond by the U.S. Government. 

Chairman Garrett. Right. 

Mr. Deutsch. But if you have just a private securitization out 
there, they will demand a little bit more yield, because they don’t 
have that backstop behind it. 

Chairman Garrett. And Mr. Wallison? 

Mr. Hughes. And to the credit backstop, there is a difference in 
liquidity as well. 

Chairman Garrett. Right. 

Mr. Hughes. So it is something they could readily borrow 
against to the extent that it is an agency security. 

Chairman Garrett. Right, and that is what we are trying to do 
here is trying to get the liquidity up so that you can get all of the 
markets to give it to the market. 

Mr. Wallison, do you have a comment? 

Mr. Wallison. I think that as soon as people believe that the 
government is going to remain in the market in some way through 
a guarantee, they are not going to put any investments — or put in 
the activity — to become securitizers, or work themselves into that 
field. It just doesn’t make sense if you think you are going to be 
competing against the government. 
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A government backstop will have exactly the same effect as the 
government actually guaranteeing, because it will just mean that 
the value of the government backstop is included in the risk profile 
and reduce the return. 

And because it reduces the return, private investors will not be 
particularly interested in it. So you have to really give the inves- 
tors a signal, not only the securitizers, but also the investor mar- 
ket, that the government is getting out. And one way to do that, 
of course, is first to provide for the gradual winding down of Fannie 
Mae and Freddie Mac — 

Chairman Garrett. Yes. 

Mr. Wallison. — and then, give them assurance that no other 
government activities similar to Fannie and Freddie, whether im- 
plicit or explicit, is going to be put into place to replace them. 

Ms. Ratcliffe. And with all due respect, if I could disagree with 
Mr. Wallison, I think staying stuck on this point is supporting the 
status quo with 90 percent of the market being supported by 100 
government guarantee. And the challenge is to figure how to limit 
the government guarantee so that there is a viable private sector, 
and so that the taxpayers are protected. And I think we can do 
that. 

Chairman Garrett. All right. So just since you gave me the — 
so what is happening right now, there is an issue as far as that 
guarantee with regard to the conforming loan limit. You saw what 
happened in the Senate. 

The last question is for Ms. Ratcliffe: Should we be propping up 
the conforming loan limit, or should that be coming down? 

Ms. Ratcliffe. If you read our plan, which you know, in the long 
run, we certainly see that the — 

Chairman Garrett. But what about right now, because we 
have — as you said before — to get going. 

Ms. Ratcliffe. No, I agree. And I think the difficulty here is ex- 
actly what I am talking about. Some of these incremental steps are 
very hard to execute without a clear idea of where we are headed. 

Chairman Garrett. Right. 

Ms. Ratcliffe. And where we are headed, the government 
should not be guaranteeing those high-end jumbo lines. 

Chairman Garrett. So I will introduce for the record without ob- 
jection the statement from the National Community Reinvestment 
Coalition, who on that point take the view that we need that direc- 
tion to the marketplace, and we need for the conforming loans to 
start the trajectory down, as was put into law. 

Without objection, it is so ordered. 

Mr. Green is recognized. 

Mr. Green. Thank you. 

To make sure I understand where each witness is on this ques- 
tion — if you are of the opinion that there is no role for the Federal 
Government in this market, would you kindly extend a hand into 
the air? I think it will help me to see. 

No role at all for the Federal Government? All right. 

Let the record — 

Chairman Garrett. Clarify in what market, when you are ask- 
ing this? The Federal home loan housing market? 

Mr. Green. No, not the Federal home loan housing market. 
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Chairman Garrett. I meant the Federal housing market, or just 
in guarantees? 

Mr. Green. In the market that currently allows for the govern- 
ment to have it — it was implicit, but we have made it explicit now 
with the GSEs. 

Chairman Garrett. Okay. 

Mr. Green. Because FHFA owns the GSEs, so that is we are 
talking about. So, is it fair to say that the record will reflect that 
one person, and that would be Mr. Wallison, you — 

Mr. Wallison. I am talking only about no government guaran- 
tees for middle-class prime borrowers. 

Mr. Green. Yes. 

Mr. Wallison. There has to be a government program for low- 
income borrowers. 

Mr. Green. Exactly. 

Mr. Wallison. — and so, we don’t need the government in that. 

Mr. Green. And in your opinion, but you are the only one? I just 
want the record to reflect this is the case. 

Now, having that in the record, let me just say this. And I will 
get to you, Mr. Hughes, in just a second if I may, because my time 
is limited. 

I want to go to you, Ms. Ratcliffe. Let us talk about this. And 
I hate to use this term, “apples and oranges,” because it has be- 
come sort of a term that is not in good standing right now after 
some recent events and debates. But is it fair to compare the non- 
conforming with the conforming if we come to some conclusion 
about jumbos? Is it fair to use that for the entire market? 

Ms. Ratcliffe. I think your point is perhaps the same, that the 
benefits of having a government guarantee are able to be quan- 
tified or modified by looking at the spread between what does the 
jumbo pay for a 30-year fixed-rate mortgage, and what does some- 
body getting a government-backed or government-supported GSE 
loan pay for a similar mortgage product. And that spread doesn’t 
look very big, and so people say there is really not that much value 
there. 

And my point would be that, again, it is true that borrowers with 
big downpayments and good incomes should be able to tap into 
that kind of credit at very efficient rates without a government 
backing. We need to find out where that line is, and not have the 
government supporting that part of the market. 

However, if you went deeper into the market, you would see, I 
think that these spreads seem much wider. And it is hard to know 
what that would be, because there is no real place to determine 
that. I also think that it is very unlikely that such a private mar- 
ket would provide the volume of 30-year fixed-rate mortgage fi- 
nance that we are used to in this country. 

And so, that is a factor that is not necessarily covered in price, 
but certainly in the risk that the borrower is taking on. That is a 
higher cost to them, because they are talking on great risk. And 
we have seen the consequences of that. 

Mr. Green. Now, we haven’t always had the government in- 
volved in the market. At one time, in the absence of the govern- 
ment, we had these loans that would have big balloons — short pay- 
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ment periods. People were not exactly eager to have their money 
on the line for 30 years. 

It was after Fannie and Freddie got into this market that we 
found that product, especially for middle-class people and working 
people. They were able to afford homes. 

Would you comment on this, Ms. Ratcliffe? 

Ms. Ratcliffe. Yes, it is true that before FHA was introduced, 
there was a basically non-existent market for fixed-rate mortgages 
and there was more volatility. And some of the things we saw sort 
of repeated in the private market in the 2000s. 

But the nice thing about the 30-year fixed-rate mortgage is that 
the borrower knows what their payment is going to be over time, 
effectively, and what happens is, with even modest increases in 
their income, their debt-to-income improved and with even modest 
appreciation, their LTV automatically improves. And it creates an 
excellent source saving vehicle, right? Home equity is still a big 
portion of the retirement wealth in households retiring today, and 
that is largely thanks to the 30-year fixed-rate mortgage. 

So that product in and of itself makes it possible for more house- 
holds to be able to get into homeownership and do so sustainably. 
We studied a portfolio of 50,000 mortgages made in the decade 
prior to the crisis. These mortgages were made by 30-some banks 
around the country. And generally, the median income of these bor- 
rowers was $30,000, and most of them put down less than 5 per- 
cent. 

About half of the credit scores at origination were below 680, and 
yet we have seen the default foreclosure rate on this program stay- 
ing below 6 percent, even through this terrible crisis, which is 
much lower than you would see, for example, in the subprime mar- 
ket. And this is just one example that I have put forward where 
these borrowers all had 30-year fixed-rate mortgages that were 
prime priced and underwritten for ability to repay. 

When we looked at those sort of identical borrowers who were 
given different kinds of loan products, we see that those identical 
borrowers with different products had default rates that were 3 to 
5 times higher than those having the 30-year fixed-rate mortgages. 
So, that is the evidence about the additional stability of that prod- 
uct for — 

Mr. Green. And Mr. Hughes, onto you now. Thank you for being 
patient, but I do have a question, and of course, you may have an 
additional answer. But my question to you is, with reference to the 
QRM, are you of the opinion that it cannot be adjusted such that 
it would be suitable? 

Mr. Hughes. I think with the QRM tied in with risk retention, 
tied in with premium capture, it would be very difficult to try and 
unbundle it in a way where you could really get something that is 
actionable for people who would be originating loans and then 
securitizing them. 

Mr. Green. My time has expired. Thank you. 

And thank you, Mr. Chairman. 

Chairman Garrett. The gentleman from Arizona for 5 minutes. 

Mr. SCHWEIKERT. Mr. Chairman, with your permission, can we 
do a lightning round? Actually, you are the victims of the lightning 
round. 
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I would love to actually just throw out a couple of the mechanics 
within my understanding of trying to get to a securitization of 
MDS and all the things I hear about and just your quick comment. 
How much more definition has to he in regards to servicing stand- 
ards, particularly on the impairment side? 

Mr. Deutsch. I think that there will he within private-lahel se- 
curities a lot more additional work that has to he done to pull in 
the servicing agreement to clarify the servicing standards. But a lot 
of that is going to he done through private market mechanisms for 
investors to get comfortable with how servicing will work on a go- 
forward basis. 

Mr. SCHWEIKERT. Okay, on impairment? 

Mr. Deutsch. On impaired loans. 

Mr. Hughes. Same question? 

I would agree with Mr. Deutsch. 

Ms. Ratcliffe. Nothing to add. 

Mr. Wallison. Nothing to add. 

Mr. Schweikert. Okay. How about on the TBA market? 

From a quick standpoint, how do you see it working under Chair- 
man Garrett’s bill? 

Mr. Deutsch. For servicing standards? 

Mr. Schweikert. No, TBA, to be announced. 

Mr. Deutsch. I think for any private label security and private 
originations can replicate being able to rate lock borrowers. The 
price of replication will be a bit higher and doing it through the 
private markets. But it can replicate being able to lock borrowers 
in. 

The price of replication will be a bit higher doing it through the 
private markets. But it can replicate being able to lock borrowers 
in. But I think the real question for secondary market buyers is the 
liquidity of the securities without a government guarantee, is being 
able to move — you can call things homogeneous. Then they could 
be relatively homogenous mortgage loans. 

But once you start creating loan-level data in a secondary market 
for what would be TBA-type loans, without that government guar- 
antee, then they start making differentiation between those loans, 
and that does impair liquidity, to an extent. 

Mr. Hughes. I would say one of the things that we need to think 
through is: What is the proper subordination level? In addition, do 
you need these securities to be rated? I know we have tried to ac- 
complish securitizations without ratings to just see if we can get 
investors together. It is very, very difficult. 

So I would say, in getting a liquid TBA market, we need to think 
subordination levels, and we need to figure out whether or not a 
rating will ultimately be attached to the security. 

Mr. Schweikert. Yes. 

Mr. Chairman, would you need that to be able to produce a 30- 
day forward or what would create that distribution — 

Mr. Hughes. One of the things, as I tried to start out in my tes- 
timony that we are a little fuzzy on, is some of the ideas and think- 
ing it through, and I think probably what we need to do is, from 
our side, is vet it more with investors, to just begin to socialize it 
and take it — 
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Mr. ScHWEiKERT. Yes, we would love that input, because I know 
that is something we are all talking about, asking, are we giving 
enough guidance to make sure that the private market is able to 
cover that need? 

Ms. Ratcliffe. I totally appreciate the emphasis on the TEA 
market in this bill, and the emphasis on standards and granularity 
and categories and loan level data. The problem is there is a ten- 
sion between these two things. 

If we do get to category ST, XYZ of loans, and you spread that 
across multiple issuers and with different subordination levels, and 
also the different — the nice thing about the Fannie/Freddie product 
is also 30-year fixed-rate mortgages, whereas, in the private-la- 
beled sector, you see a little more complexity of instrument and 
cash flow. So I think it has sort of met its challenge. 

All of that said, I agree with Mr. Hughes that it is time to start 
exploring these things and trying some things out and see how 
they could be made to work. 

Mr. Wallison. My understanding is there was a TEA market be- 
fore there were Fannie and Freddie securities, and one will be cre- 
ated again by the private sector. The real issue in TEA market is 
simply liquidity. And that is why, to the extent that there are dif- 
ferent classifications produced by FHFA here, that there not be too 
many. We would have relatively few classifications of prime mort- 
gages that are securitized, which would allow some depth in that 
market. All you need is liquidity, and then it works. It has nothing 
to do, really, in my view, with a government credit. 

Mr. ScHWEiKERT. In our last 30 seconds, give me one or two 
changes you think need to be out there for the M.I. markets. 

Mr. Deutsch. For the which? 

Mr. SCHWEIKERT. Mortgage insurance. 

Mr. Deutsch. We don’t have any strong views on the changes in 
the M.I. market. 

Mr. SCHWEIKERT. Mr. Hughes? 

Mr. Hughes. For the market that we are working with, private 
investors really the — there is very little M.I. that is applied to 
jumbo loans. So we don’t really have opinions on that. 

Mr. SCHWEIKERT. Ms. Ratcliffe? 

Ms. Ratcliffe. I am not sure what I would do to change the M.I. 
market. I guess it is worth recognizing that — and we haven’t 
touched on this in the discussions of the bill, because it is really 
not in there. 

Eut another approach to improving the functioning of the market 
is not only to improve the pricing of risk, but to improve the levels 
of capital across the industry sectors that are decked against the 
kinds of risks people are taking and rationalize that to avoid ad- 
verse selection. 

And the mortgage insurance companies actually have a very in- 
teresting model for capitalization that requires them, if their 
stockpilers are — during good times and sort of countercyclical, and 
then they draw down those reserves during like this as we are see- 
ing they are. 

They have paid some $27 billion or so in claims to Fannie and 
Freddie, saving their taxpayers that money. And actually, they are 
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allowed to fail. They are not too-big-to-fail. But that capital is being 
drawn down on. I think it is a model worth considering if they — 

Mr. Wallison. Okay. I think mortgage insurance is extremely 
important if we want to bring in institutional investors, for exam- 
ple, because mortgage insurers will do their own underwriting. 

Mr. ScHWEiKERT. Are there a couple of changes you would make 
in today’s M.I. world? 

Mr. Wallison. That I would make? No. M.I., of course, is regu- 
lated at the State level, and in most cases, it has worked pretty 
well. They have survived, with few exceptions, during this terrible 
financial crisis. 

So it is a regulatory system that has worked well so far, and we 
ought to make more use of it — especially when we have a situation 
where the rating agencies no longer have public confidence. Mort- 
gage insurers can provide that confidence. 

Mr. SCHWEIKERT. Forgive me. I am way over my time. Mr. Chair- 
man, thank you for your tolerance. 

Chairman Garrett. Not at all. 

The gentleman from California? 

Mr. Campbell. Thank you, Mr. Chairman. I guess I am the 
cleanup hitter here. And I am first going to make a couple of com- 
ments myself and then get to a few more questions. 

The chairman asked a question relative to a question I had posed 
before about, perhaps why in this jumbo market there weren’t a lot 
of lower down or lower credit loans. And by the way, I bring that 
up not because $800,000 loans are a norm by any means, but just 
that is completely unaffected by Fannie and Freddie and by a gov- 
ernment market. 

But the answer that everybody gave was that the reason for this 
was bank balance sheets and so forth and so on, which, for those 
of us like myself and Ms. Ratcliffe, who believe there ought to be 
a limited government guarantee, explicit but limited, with lots of 
private capital up front, in order to provide the fungibility that you 
are looking for, Mr. Deutsch, and the liquidity that you are looking 
for, Mr. Hughes, those of us who believe that. 

The bank balance — that is exactly the point. That is exactly the 
point. The housing market is such a huge part of the economy. It 
is such a gigantic part of each individual’s, as was all discussed 
here, personal net worth, and in fact, their retirement savings. 
Banks are cyclical. Everything is cyclical. And when they want to 
loan to everybody, as we have seen, they will loan to anybody. And 
then, you probably don’t need government guarantee. 

But when they go off like they are, then what? Then, nobody can 
get a loan. Then, nobody can sell a house. And then, all kinds of 
problems happen. And it will be procyclical. It will make recessions 
into depressions and it will make booms into bigger booms. 

And that is why this kind of stability that I think Ms. Ratcliffe 
and I are seeking, which also provides that fungibility and that li- 
quidity that Mr. Hughes and Mr. Deutsch are looking for, is the 
sort of thing that we ought to be adding here. 

But Mr. Wallison, let me just — because I had to bring up — ^you 
mentioned private mortgage insurance, and we haven’t mentioned 
at all the failure of PMI organization based in Mr. Schweikert’s 
State, and I know you believe governments can’t properly price in- 
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surance. Isn’t there an argument to say that PMI didn’t properly 
price private insurance either? 

Mr. Wallison. One of the reasons government doesn’t properly 
price is that it doesn’t have the incentive to price properly. It has 
an incentive not to price risk, because that works better politically. 
But the — 

Mr. Campbell. Whoa, whoa, whoa. Okay, well, there are a lot of 
things that government does that can work different politically 
than — 

Mr. Wallison. Yes. 

Mr. Campbell. — that is why you have to try and take that pric- 
ing out of our hands, because you are right; we will price it politi- 
cally. That is not the right thing to do. But go on. 

Mr. Wallison. I am just suggesting why it is that the FDIC and 
many other agencies that are supposed to be risk pricing their in- 
surance don’t do it properly. But in the case of insurance compa- 
nies, they have the incentive to do it. They do it by creating a re- 
serve fund. The fund gets larger and larger over time, and that is 
what — 

Mr. Campbell. But private mortgage insurance right now is 
under huge stress, right? 

Mr. Wallison. Yes, but — 

Mr. Campbell. — for the failure of PMI in the swaps market, it 
is under huge stress. And understand; I believe there ought to be 
private insurance. I am not saying there shouldn’t be. In fact, I 
think it is an important part of the market. But they have 
mispriced it. 

Mr. Wallison. Well, yes. They mispriced it, but they are — 

Mr. Campbell. Okay. Thank you. 

Mr. Wallison. No, let me finish because I think it is impor- 
tant — 

Mr. Campbell. I will get cut off, so let me. 

Ms. Ratcliffe, did you have a — 

What is that? All right. 

Chairman Garrett. It is your time. We will allow it. 

Mr. Campbell. If you want to give me more time, I will let him 
finish. 

Chairman Garrett. Yes, I will give you — we are over time any- 
way, but I will give you the additional time so Mr. Wallison — 

Mr. Campbell. Okay. Go ahead, then. 

Chairman Garrett. Yes. 

Mr. Wallison. The way that the insurance companies work is 
they create reserve funds, which they allow to grow over time. 
They are pricing for catastrophic circumstances by creating these 
funds. And by and large, that is how the mortgage insurance indus- 
try has worked. 

There are two or three which have been in trouble. But the rest 
of them are paying their claims right now, and will continue to pay 
their claims in the future. So they are the one area where we can 
be quite sure that mortgage risks are covered. 

Mr. Campbell. You know that a lot of the loss before the Fannie 
and Freddie — we were just talking about it earlier — at least accord- 
ing to their press release, they are blaming on the fact that because 
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PMI failed, they now have to step in and cover a lot of the private 
insurance. 

Ms. Ratcliffe, you looked like you wanted to say something about 
the private insurance? 

Ms. Ratcliffe. I did want to say that, as we have talked about, 
the M.I.s are a sort of force to hold capital by regulatory require- 
ments. So that does kind of prevent them from pursuing the race 
to the bottom. 

And I think there was probably more of that, for example, in the 
main competitor to PMI, which was the purchase money second, 
those lenders really underpriced risk. And we have already talked 
today about the way that the private-label risk takers, mortgage- 
backed securities market really acted procyclically and failed to 
adequately price risk. 

So I think those might be better examples of those procyclical 
tendencies than M.I., which is like government-required to reserve 
countercyclical. 

Mr. Campbell. Okay. Good point. 

And then, Ms. Ratcliffe, my last question will be to you, relative 
to — if there is no guarantee — so we have something like the bill 
that is before us and we go forward — we have talked about various 
things that may happen, the 30-year fixed-rate mortgage could dis- 
appear. 

There could be a big premium interest — the interest rates that 
people pay up could go up, the number of people who have the abil- 
ity to get a loan could go down. There are any number of cir- 
cumstances, and it could be all of those to some degree or what- 
ever, if there were no government. 

If we have no Fannie and Freddie, there is no government sup- 
port for the mortgage market, it is now just this bill in place, what 
do you see as that doing to housing prices, to the housing market, 
to whatever you think it might affect? 

Ms. Ratcliffe. No, as a result of fewer mortgages being avail- 
able, fewer fixed-rate mortgages being available, and costs nec- 
essarily increasing, it would obviously have a strong negative effect 
on the economy and on household wealth. And those obviously need 
to be taken into account. Moreover, I don’t think that those things 
are necessary. I think we can — 

Mr. Campbell. I agree with you completely. And the other thing 
that all that will result in is a loss of lots and lots and lots of jobs. 
And when we are all debating about how to create jobs, the last 
thing we should be doing is putting in policies that will, without 
question, lose jobs. And I yield back. 

Chairman Garrett. You answered a whole bunch of different 
criteria as to what would happen. Did you say what would happen 
if, under that scenario, the government does provide the guarantee 
and the government prices the risk wrong? What happens then? 

Ms. Ratcliffe. I would hope we would not price the risk wrong. 
We have good benchmarks now for what that risk pricing should 
look like, and there are a number of things — government doesn’t 
have it — always the incentive to make a profit in pricing risk. 

They also don’t have the same incentive to chase profits and take 
less risk. And we saw the FHA basically pull away from the mar- 
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ket rather than chase it during the peak of the bubble. And so, I 
think there are elements about government risk-taking. 

Chairman Garrett. Just briefly, where are examples, histori- 
cally, of where the government priced risks well? Is that like with 
blood or with the pension fund or — ? 

Ms. Ratcliffe. In some of those cases, government takes risks 
that the private sector is not willing to take on. 

Chairman Garrett. Right, but the — 

Ms. Ratcliffe. It takes those risks in order to facilitate the func- 
tioning of some other private sector. So if you really want to look 
at the whole cost-benefit equation, you have to take some of those 
other benefits and externalities into account. 

Chairman Garrett. Yes. But at the end of the day, if they don’t 
price the risk, who pays? 

Ms. Ratcliffe. The taxpayer. But, again, we do have pretty good 
markers now on what — 

Chairman Garrett. Yes. 

Ms. Ratcliffe. — crisis — what levels of capital you need to have, 
and what kind of pricing you would have. And that would definitely 
have to change from the old Fannie/Freddie. 

Chairman Garrett. I am — 

Mr. Campbell. Mr. Chairman, the existing bill would have the 
government setting underwriting standards. They might do that 
wrong, too. Anything the government does could potentially go 
wrong. 

Chairman Garrett. Right. But if that happened, who would bear 
the burden, then, the taxpayer or the investor? 

Mr. Campbell. The American economy, depending on where they 
set it — 

Chairman Garrett. Yes. 

The gentleman from California has come back for the second 
round. 

And the gentleman is recognized. 

Mr. Sherman. I want to commend my colleague from California 
for pointing out the importance of not allowing the conforming loan 
limit to go down in high-cost areas. As to pricing risks, I point out 
that the FHA has done a good job. 

CBO does a pretty good job, whether it is in the international 
sphere with loans to foreign countries or OPEC insurance. And the 
idea that the Federal Government can’t price risk, CBO is a tough 
taskmaster, but they predict things that are just as hard to predict 
as downside risk. And, of course, they price risk as well. 

Now, Ms. Ratcliffe, if we didn’t have Fannie and Freddie, and 
you are the average homebuyer looking to buy a $400,000 home, 
how many more basis points are you going to pay? I know kind of 
what that answer was in 2006, back when mortgage-backed securi- 
ties were very popular with the market. What are you going to pay 
now; any idea? And I have seen estimates of about 75 basis points. 
Do you have anything that would counteract that or contradict it? 

Ms. Ratcliffe. I think there is no way to know in today’s mar- 
ketplace what the average homebuyer would pay, if there was no 
form of government support in forming market at this time, maybe. 

Mr. Sherman. Could it be more than 75 basis points? 
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Ms. Ratcliffe. Certainly, depending on the borrower’s charac- 
teristics, the loan amount being sought, and other — 

Mr. Sherman. So even people who are qualifying under today’s 
Fannie and Freddie tougher standards for a particular loan might 
be paying 100 to 125 basis points for that same loan? 

I see the person next to you nodding his head. 

Sir, do you have — ? 

Mr. Hughes. I think making the argument in the extreme, that 
Fannie Mae drops off the face of the earth the next day, and then 
what are the markets going to be like is not a rational — 

Mr. Sherman. I didn’t put it forward — the extremes as if there 
wouldn’t be a transition period and everybody would expect Fannie 
to exist and then the next — but let me go on with my limited time. 

So what happens to home prices in this country, Ms. Ratcliffe, 
if — I have seen estimates that we are talking about a 15 percent 
to 20 percent additional decline in home prices. Do you know of 
anything that contradicts that? 

Ms. Ratcliffe. No, sir. 

Mr. Sherman. And this is maybe a little outside your expertise, 
but it is something that Mr. Campbell and I face all the time. 

What happens to the economy, particularly in places where peo- 
ple have so much of their life tied up in the value of their home, 
if we see another 15 percent or 20 percent decline? Are you aware 
of any studies on that? 

Ms. Ratcliffe. I am not aware of any studies. I think we have 
discussed some of the impacts on, obviously, jobs and household 
wealth. 

I think one thing we haven’t talked about but is worth always 
keeping in mind is that today we are seeing a substantial loss of 
wealth in housing that is going to translate, especially as people 
draw down on their retirement accounts and other assets to keep 
paying mortgages that may be underwater, that at the — this is sort 
of kicking the can on down the road, to make it a retirement-sav- 
ings problem — 

Mr. Sherman. And I point out, a lot of people think this only re- 
lates to folks who are looking to buy a home or looking to sell a 
home or looking to refinance a home. 

But what I point out to people in my area is if you are just plan- 
ning to continue to live in my area, and you hear that the home 
down the street sold for $100,000 less than everybody expected, you 
are not going out to dinner after that unless the restaurant has 
golden arches on the front of it. 

So the effect on the overall economy in the San Fernando Valley 
of a decline in the home prices is something that affects the 90 per- 
cent of the people who aren’t buying, selling or refinancing. 

As to the bill, as I commented earlier today, I don’t know wheth- 
er this bill is just designed to assist what might remain a niche 
market, and that is the non-government-involved mortgage-backed 
securities, or whether it is the first step in taking a radical step 
of pushing government completely out. 

So if this is just going to make the niche market more efficient, 
it would be hard to have any of us oppose it. But if it is the first 
step toward the calamity that I have discussed with Ms. Ratcliffe 
and others, you won’t find a lot of support on this side of the aisle. 
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Not a whole lot of — there will he some non-supporters on your 
side of the aisle, too, so with that, I yield back. 

Chairman Garrett. The gentleman yields back, recognizing the 
calamity that we are in right now, because of the status quo of the 
GSEs, and the government backstop that has been provided to 
them. 

Without objection, I will enter into the record a letter from the 
National Association of Federal Credit Unions; seeing none, it is so 
ordered. 

I would like to very much thank this entire panel for all of your 
expert testimony and input and dialogue that we had going back, 
as with the first panel. 

The Chair notes that some Members may have additional ques- 
tions for the panel which they may wish to submit in writing. 
Without objection, the hearing record will remain open for 30 days 
for Members to submit written questions to these witnesses and to 
place their response in the record. 

And, again, I thank the panel very much. The hearing is ad- 
journed. 

[Whereupon, at 1:23 p.m., the hearing was adjourned.] 
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Statement of Edward J. DeMareo 
Acting Director, Federal Housing Finance Agency 
Before the U.S. House of Representatives 
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Government-Sponsored Enterprises 
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Chairman Garrett, Ranking Member Waters and members of the Subcommittee, thank you for 
inviting me this morning to discuss Chairman Garrett’s recent legislative proposal (“Discussion 
Draft”) to reform the secondary mortgage market. I am pleased that the Subcommittee is 
beginning the serious work of considering housing finance reform options, which will lead to the 
ultimate resolution of Fannie Mae and Freddie Mac (the Enterprises). 

This morning I will briefly review the work of the Federal Housing Finance Agency (FHFA) 
since I last appeared before the Subcommittee in May and then I will address housing finance 
reform issues, including the Chairman’s proposal. 

FHFA INITIATIVES 

The Enterprises cannot operate indefinitely in conservatorship, and 1 look forward to further 
consideration of housing finance reform options. However, as long as FHFA remains 
conservator and regulator for the Enterprises, our activities will continue to be guided by the 
three principal statutory mandates set forth in law. Our mandates, simply stated, are: to preserve 
and conserve Enterprise assets and place the Enterprises in a sound and solvent condition; to 
support a stable and liquid mortgage market; and to maximize assistance to homeowners to 
minimize foreclosures. As FHFA has noted on numerous occasions, with taxpayers providing 
the capital supporting the Enterprises’ operations the “preserve and conserve” mandate directs us 
to minimize losses on behalf of taxpayers. 
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I wiii very briefly highlight some of the key conservatorship activities we have taken to support 
one or more of our mandates since 1 last addressed this Subcommittee six months ago. 

Lawsuits 

Consistent with FHFA’s mission to preserve and conserve the Enterprises’ assets on behalf of the 
taxpayer, this year we filed lawsuits against 18 financial institutions to recover losses suffered by 
Freddie Mac and Fannie Mae. FHFA is seeking compensatory damages for losses the 
Enterprises incurred on private-label securities due to misrepresentations and other improper 
actions by the firms and individuals named in the suit. We believe that the loans had different 
and more risky characteristics than the descriptions contained in the marketing and sales 
materials provided to the Enterprises for those securities. 

REO - RFI 

In August, FHFA in conjunction with the Department of Flousing and Urban Development 
(HUD) and the Treasury Department, issued a Request for Information (RFI) seeking input on 
new options for selling single family real estate owned (REO) held by Freddie Mac, Fannie Mae, 
and FHA. We are looking for approaches to reduce the REO portfolios of the Enterprises in a 
cost-effective manner, as well as to reduce the losses on individual distressed properties. We are 
looking for alternatives that will maximize value to taxpayers and increase private investments in 
the housing market, including approaches that support rental and affordable housing needs. We 
are not looking to develop a single, national program for REO disposition. We are most 
interested in proposals tailored to the needs and economic conditions of local communities. We 
received nearly 4,000 responses to the RFI and are reviewing the submissions. 

Servicing Alignment Initiative 

Our Servicing Alignment Initiative (SAl), which we announced last April, responded to concerns 
about how delinquent mortgages were being serviced. SAl meets the conservatorship objectives 
of minimizing losses and assisting homeowners with alternatives to foreclosure. FHFA 
instructed Freddie Mao and Fannie Mae to establish a single, consistent set of procedures for 
servicing Enterprise mortgages, from the time they first become delinquent. The updated 
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framework, which went into effect on October 1, prioritizes early borrower outreach, streamlines 
documentation requirements, simplifies mortgage modification terms and requirements, and 
establishes a schedule of performance-based incentive payments and penalties aimed at ensuring 
that servicers review foreclosure alternatives in a timely marmer. We are also working to align 
and improve Fannie Mae and Freddie Mac policies regarding unemployment forbearance to 
reflect the realities of the current job market. 

Foreclosure Attorney Networks 

Last month, as an adjunct to SAI, FHFA directed Freddie Mac and Fannie Mae to change the 
way foreclosure attorneys are selected in an effort to produce uniform foreclosure processing 
standards to assist servicers, homeowners, and lenders. Under current practice, in certain states 
each Enterprise designates law firms eligible under the Enterprise’s criteria to undertake 
foreclosure work and mortgage servicers then select and work with these firms. 

FHFA instructed Fannie Mae and Freddie Mac to transition away from current foreclosure 
attorney network programs and move to a system where mortgage servicers select qualified law 
firms that meet certain minimum, uniform criteria. These efforts will lead to greater 
transparency and benefit delinquent borrowers who become subject to the foreclosure process. 
FHFA is now working with other industry stakeholders to create uniform qualifications and 
oversight of foreclosure attorneys. 

I am hopeful that these new directives that create uniform procedures for servicing delinquent 
loans and processing foreclosures will gain acceptance beyond the Enterprises and be used as 
“best practices” throughout the industry. 

HARP 

On October 24, we announced a series of changes we are making to the Home Affordable 
Refinance Program (HARP). These changes should make HARP refinances accessible to more 
households with mortgages owned or guaranteed by the Enterprises. Changes to the program 
include: eliminating or reducing certain risk-based fees; removing the current 125 percent LTV 
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ceiling; waiving certain representations and warranties; eliminating the need for certain property 
appraisals; carrying over mortgage insurance coverage; and extending the end date for HARP 
until December 31, 2013, 

Importantly, such refinances should also reduce the Enterprises’ credit risk, and thus losses to 
taxpayers. HARP, even with the new enhancements, is not a mass refinancing program; it was 
designed to help a defined set of borrowers with Fannie Mae and Freddie Mac mortgages that are 
underwater or nearly underwater. 

It is impossible to project accurately how many homeowners will benefit from the enhancements 
to HARP because of unknowable factors, such as future interest rate fluctuations. Since HARP 
was introduced in 2009, almost 900,000 homeowners have refinanced through the HARP 
program. We believe the changes announced last week may help double the number of 
homeowners helped through HARP. 

The Enterprises plan to issue guidance with operational details about the HARP changes to 
mortgage lenders and servicers by November 1 5. Since industry participation in HARP is not 
mandatory, implementation schedules will vary as individual lenders, mortgage insurers and 
other market participants modify their processes. 

Servicing Compensation Initiative 

The last initiative I will discuss today, the Joint Servicing Compensation Initiative, made up of 
FHFA, Fannie Mae, Freddie Mac, and HUD, is one of the initiatives we have directed the 
Enterprises to undertake that are designed to broadly consider changes that will lead to 
improvements in the operations of the Enterprises and the overall mortgage market. The goals of 
the Joint Initiative are to improve service for borrowers, reduce financial risk to servicers, and 
provide flexibility for guarantors to better manage non-performing loans, while promoting 
continued liquidity in the To Be Announced mortgage securities market. In addition to those 
specific goals, the Joint Initiative seeks broader options for mortgage servicing compensation 
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that lead to enhanced competition in mortgage servicing and origination, and that can be 
replicated across multiple future states of housing finance. 

At the end of September, the Joint Initiative released a discussion document seeking comments 
on two alternative servicing compensation structures for servicing single-family mortgages. 

One proposal would establish a reserve account within the current servicing compensation 
structure. The other proposal would create a new Fee for Service compensation structure. 

We requested that comments be submitted by late December, after which they will be considered 
and evaluated by the Joint Initiative. 

Let me now turn to my thoughts about reforming the housing finance system in this country, 
including comments on the Discussion Draft. 

HOUSING FINANCE REFORM 

The decision to place the Enterprises into conservatorship proved to be appropriate, 
accomplishing the Federal government’s primary objective of supporting the ongoing availability 
of mortgage financing during a period of severe market contraction. The actions of placing the 
Enterprises into conservatorship, along with the financial support provided by the Treasury 
Department, were designed to maintain stability while providing policymakers time to consider 
the appropriate course for housing finance reform and the transition from the current Enterprise 
structure. Despite the benefits derived from the Treasury support for Enterprises activities, 
conservatorship is not a long-term solution. 

We just passed the three-year anniversary of placing the Enterprises into conservatorship. We all 
knew it was going to be difficult to develop a housing finance reform solution, but we must 
move forward on this process. As the conservatorships lengthen, FHFA must not only direct the 
Enterprises’ activities on various programs consistent with our conservatorship mandates, but 
must also consider how the Enterprises should be structured and make investments in business 
platforms and human capital in the face of an uncertain future. 
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In thinking about the goals of a future housing finance system, I would start by reiterating the 
objectives that I shared with this Subcommittee last year. Our main purpose in addressing 
housing finance reform should be to promote the efficient provision of credit to finance 
mortgages for single-family and multifamily housing. 1 believe that an efficient system of credit 
allocation should have certain core characteristics: allowing innovation, providing consumer 
choice, providing consumer protection, and facilitating transparency. 

While these characteristics provide a set of goals for the future of the housing finance system, 
there are a number of specific areas related to the current activities of the Enterprises that deserve 
special attention, which include: 

• ensuring that the mortgage market has adequate sources of liquidity; 

• having the ability to avoid and if necessary absorb credit risk; and 

• promoting the availability of mortgage credit. 

To state the obvious, the key question in the debate on housing finance reform is the future role 
of the government in achieving these objectives. 

We should be clear about this question at the outset. It seems safe to say that there will always 
be some portion of the housing or mortgage market that will be assisted by government 
programs, either through direct funding or through guarantees. In the future design of our 
housing finance system, careful consideration should be given to targeting subsidies to specific 
groups that lawmakers determine warrant that benefit. For example, the explicit government 
guarantees that the Federal Housing Administration and Veterans Administration provide reflect 
policymakers’ judgment as to the public benefits from targeting certain borrowers with those 
programs. This is also the case through other programs provided by the Department of Housing 
and Urban Development. 

Acknowledging that there will be a role for the government in the above areas, a further 
refinement of the key question regarding the government’s role in housing finance is what type 
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of structure is necessary to replace the activities that are currently undertaken by the Enterprises. 
There seems to be relatively broad agreement that the government sponsored enterprise model of 
the past, where private sector companies were provided certain benefits and charged with 
achieving certain public policy goals, did not work. That model relied on investors providing 
funding for housing at preferential rates based on a perception of government support, which 
ultimately turned out to be correct and has resulted in Enterprises’ drawing $169 billion in funds 
from Treasury as of September 30, 2011. 

Several proposals have been put forth on developing a housing finance system witli some type of 
government guarantee. Clearly if the securities offered in a reformed housing finance market 
have a government guarantee, those securities will be priced favorably and have a high degree of 
liquidity to reflect that guarantee. However, those securities would not have the benefit of 
market pricing for credit risk of the underlying mortgages. In these structures, much like the 
banking system and deposit insurance, private sector capital through equity investment would 
stand in a first loss position, with a government guarantee that was funded through an insurance 
premium being available to cover other losses. This type of structure requires a significant 
amount of regulatory safety and soundness oversight to protect against the moral hazard 
associated with providing a government guarantee. 

While such an outcome has certain merit and some attractive features, the potential costs and 
risks associated with such a framework should be fiilly explored. To put it simply, replacing the 
Enterprises’ implicit guarantee with an explicit one does not resolve all the shortcomings and 
inherent conflict.s in that model, and it may produce its own problems. Last year before this 
Subcommittee I offered three observations in that regard for your consideration. 

First, the presumption behind the need for an explicit Federal guarantee is that the market either 
cannot evaluate and price the tail risk of mortgage default, at least at any price that mo.st would 
consider reasonable, or cannot manage that amount of mortgage credit risk on its own. But we 
might ask whether there is reason to believe that the government will do better? If the 
government backstop is underpriced, taxpayers eventually may foot the bill again. 
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Second, if the government provides explicit credit support for the vast majority of mortgages in 
this country, it would likely want a say with regard to the allocation or pricing of mortgage credit 
for particular groups or geographic areas. The potential distortion of the pricing of credit risk 
from such government involvement risks further taxpayer involvement if things do not work out 
as hoped. 

Third, regardless of any particular government allocation or pricing initiatives, explicit credit 
support for all but a small portion of mortgages, on top of the existing tax deductibility of 
mortgage interest, would further direct our nation’s investment dollars toward housing. A task 
for lawmakers is to weigh such incentives against the alternative uses of such funds. 

CHAIRMAN GARRETT’S DISCUSSION DRAFT 

Another approach, as set forth in the Discussion Draft is to establish a functioning mortgage- 
backed securities market through replacing some of the standard-setting that the Enterprises 
undertake today with a regulatory regime that sets those standards. This model would not rely 
on a government guarantee to attract funding to the mortgage market, but rather would look to 
standardization and rules for enforcing contracts to provide a degree of certainty to investors. 

While we have not had time to fully evaluate the Discussion Draft, the focus is on setting 
standards around key features that investors need to know to be willing to price credit risk in the 
mortgage market. These include standards associated with: underwriting; pooling and servicing; 
and disclosures. The model proposed in the Discussion Draft also tries to preserve some of the 
liquidity in today’s mortgage-backed securities market by establishing buckets of securities that 
have similar credit characteristics and loan terms. 

Clearly the framework envisioned in the Discussion Draft is much different than a framework 
that has a government guarantee. Investors would be required to price the credit risk of 
mortgages. They also would be responsible for enforcing their rights under the standard 
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contracts developed under this framework. Those requirements are consistent with the way that 
a private market functions. 

We look forward to further considering the framework set forth in the Discussion Draft. Some 
areas that deserve further consideration include the following: 

• Standardization will help to develop a private mortgage-backed securities market. Are 
there other areas in terms of monitoring or compliance that could potentially broaden the 
investor base while still achieving the primary function of having private markets price 
credit risk? 

• Preserving the availability of credit in times of stress is an important function. Is there a 
role for the government, perhaps through the Federal Housing Administration to take on 
this role if necessary? 

• Preserving liquidity in the market and the financial system in this framework would be an 
important function. Is there a need for a backstop source of funding when financial 
markets become temporarily illiquid? For example, could the Treasury Department, the 
Federal Reserve or the Federal Home Loan Banks play a role in a market that had this 
type of standardized structure? 

These are just some of the issues that will have to be thought through as the process moves 
forward on building out this framework. 

The process of undertaking housing finance reform is difficult. The Discussion Draft is a 
thoughtful approach to a framework that does not rely on a government guarantee. The final 
decision that policymakers must make involves determining what structure will provide a 
functioning housing finance market and does not place taxpayers at risk. 
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CONCLUSION 

Mr. Chairman, I would like to thank you for helping to move the housing finance reform 
discussion forward by holding this hearing. I believe that private capital markets can and should 
reclaim a prominent portion in providing housing finance, and your legislative proposal broadens 
the discussion of how we might do that. 

I recognize this Subcommittee has difficult and important decisions to make in the coming 
months and FHFA looks forward to offering technical assistance to both the Administration and 
Congress in considering policy alternatives. 
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Chairman Garrett, Ranking Member Waters and distinguished Members of the 
Subcommittee, my name is Tom Deutsch and as the Executive Director of the American 
Securitization Forum (the “ASF”)’, 1 very much appreciate the opportunity to testify here 
regarding the proposed Private Mortgage Market Investment Act on behalf of the 330 ASF 
institutions who originate, stmeture, trade, service, invest^ and serve as trustee for the 
preponderance of residential mortgage-backed securities (“RMBS") created in the United States, 
including those backed entirely by private capital as well as those guaranteed by public entities 
such as Fannie Mae, Freddie Mac and Ginnie Mae (for the purposes of this testimony, 
collectively, the “ Govemmenl-Snonsored F.ntemrises ” or “GSEs”). 


1. Introduction 


Let me begin my remarks by stating what I believe to be a near consensus proposition — 
there is very strong political and economic will in the United States today to decrease the overall 
level of federal government involvement in housing finance, and to have more private capital 
eventually replace many of the risks and rewards of that involvement. Given that 90+% of 
mortgage loans made in .America in the first half of 201 1 were guaranteed by the GSEs, there 
certainly isn’t a shortage of opportunity to achieve this goal. The value of the U.S. housing stock 
is an estimated .$16.1 trillion with an estimated $9.75 trillion of single-family home mortgage 


' The American Securitization Forum is a broad-based professional forum through which participants in the U.S. securitization 
market advocate their common interests on intponant legal, regulatory and market practice issues. ASF members include over 
330 firms, including issuers, investors, servicers, financial Intermediaries, rating agencies, financial guarantors, legal and 
accounting firms, 2 md other professional organizations involved in securitization transactions. The ASF also provides 
infonnalion, education and training on a range of securitization market issues and topics through industry conferences, seminars 
and similar initiatives. More information regarding the ASF can be found at www.axnei icansccuritizaUoii.coiii . 

■ The vast majority of investors in the securitization market are institutional investors, including banks, insurance companies, 
mutual funds, money market fiinds, pension funds, hedge funds and other large pools of capital. Although these direct market 
participants are institutions, m^y of them — pension funds, mutual funds and insurance companies, in particular — invest on 
behalf of individuals, in addition to other account holders. 
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loans outstanding.^ There are approximately 55 million first lien mortgages outstanding in the 
United States today and an additional 25 million homes that have no mortgage attached to them. 
Approximately $7 trillion dollars of outstanding mortgage debt resides in securitization trusts 
and are beneficially owned by institutional investors around the world. Approximately $5.5 
trillion dollars of these loans are government-guaranteed in GSE RMBS, with an additional $1 .5 
trillion in outstanding private-label RMBS that have no government backstop. An additional 
$2.75 trillion dollars of mortgage debt is ov™ed in the portfolios of commercial banks, savings 
institutions and insurance companies. In addition to the $9.75 trillion of outstanding first lien 
mortgages, approximately $1 trillion of second liens are currently outstanding in the United 
States." 

To date though, Fannie Mae and Freddie Mac have drawn $169 billion in support from 
the American taxpayer through the Department of the Treasury since they were placed under 
conservatorship and are predicted by the Federal Housing Finance Agency (“FHFA”) to draw a 
total ranging from $220 billion to $311 billion by the end of 2014.^ Few, if any, mortgage 
market participants expect Fannie or Freddie to be able to repay any material portion of those 
draws. Given these substantial losses and the outsized role of the GSEs in today’s U.S. mortgage 
finance system, ASF’s membership believes that there is a clear need to reduce the federal 
government role in securitization going forward. While there is little opportunity for an 
overnight transition, there is a strong need to begin that transition as soon as possible to rework 

^ B.lOO Balance Sheet of Households and Nonprofit Organizations from Federal Reserve Z.l Statistical Release for the Second 
Quarter for 2011. 

Data compiled by Amherst Securities, based on inform^ion from the Federal Reserve Flow of Funds, Fannie Mae, Freddie 
Mac, Ginnie Mae and CoreLogic. 

^ See the FHFA’s October 201 1 report. “Projections of the Enterprise' Financial Performance,” at 
bttp:/Avww.fhfa.gov<\vebfiles/22737/GSEProiF.r>df . 
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and restore long-term health to the capital markets for mortgages and the broader housing 
market 

Reducing dependence on public guarantees for new mortgage origination necessarily 
implies that private capital investment in mortgage originations will have to be reinvigorated. 
Securitization is an absolutely essential funding mechanism for this to occur, as evidenced by 
observing the significant proportion of consumer credit it has financed in the U.S. in the last few 
decades. Securitization generally refers to the process by which consumer and business assets 
are pooled into securities that are issued and sold into the capital markets. The payments on 
those securities depend primarily on the performance of the underlying assets. Over the past 25 
years, securitization has grown from a relatively small and unknown segment of the financial 
markets to a mainstream source of credit and financing for individuals and businesses, 
representing a vital sector of the financial markets.^ It is estimated that securitization has funded 
between 30% and 75% of lending in various markets, including an estimated 59% of outstanding 
home mortgages, as of 2008.’ 

Although large and small bank portfolios have continued to help fund some level of 
mortgage origination outside of the GSE business, that level has not been sufficient to meet 
overall consumer demand and reinvigorate the housing market Securitization is critical to bank 
balance sheets; therefore, in light of capital and liquidity constraints currently confronting 
financial institutions and markets globally, restoration of function and confidence to the 


* For more information on the role and imponance of securitization to the financial system and US economy, see ASF Reg AB II 
Comment Letter, .Attachment H, pg. 143-147 (August 2010), available at 
http://w\v\v.americansecuriti2ation.com/uploadcdFi!es/ASFRcgABllCommc»tLcner8.2. 10.pdf . 

^ Citigroup, “Docs the World Need Securitization?” pg. 10-1 1 (Dec. 2008), available at 
httD://wwAv.americansec:uritizaiion-Com/UDloadedFil^Cittl2l208 restan securitization.pdf . 
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securitization markets is a particularly urgent need. With the process of bank de-leveraging and 
balance sheet reduction still underway, and with increased bank capital requirements on the 
horizon, such as those expected in Basel 10, the funding capacity provided by securitization 
cannot be replaced with deposit-based financing alone in the current or foreseeable economic 
environments. In fact, the International Monetary Fund (“]MF”) estimated that a financing 
“gap” of $440 billion existed beiweoi total U.S. credit capacity available for the nonfinancial 
sector and U.S. total credit demand from that sector for the year 2009.® Although key legislative 
iiiilialives such as covered bonds* may help extend the balance sheets of banks to fund additional 
mortgages, there will still be outer limits of bank risk and capital that constrain the availability of 
needed mortgage and consumer credit. 

Since the rapid deflation of the housing bubble starting in 2007, many individuals have 

asked whether market participants would support eliminating the government guarantee over an 

extended period of time, and ultimately what the mortgage market would look like without a 

guarantee. This is an extremely difficult, if not impossible, question to answer without some 

initial evolution in the mortgage system. Because the U.S. mortgage market has grown up for 

nearly a century around the presence of a govermnent guarantee, breaking dovvn institutional 

buildup and rebuilding investor demand in new' products will lake time. But a mortgage market 

where 90+% percent of all mortgages currently originated have some form of government 

support is neither sustainable nor desirable, and Congress must take steps to substantially reduce 

the government’s role in mortgage finance. This must be done responsibly so that greater 

® International Monetary f-'und, '‘The Road to Recovery.” Global Financial Stability Report: Navigating the Financial Challenges 
Ahead (Ocl. 2009), pg. 29, available at htTp://ww\v imf.org/cxtcniaL'pubst'ft/gfsr/2009/02/pdf/lext.pdf . 

^ For ASF’s March 1 1, 201 1 testimony before the House Committee on Financial Services Subcommittee on Capital Markets and 
Government Spori-sored Enterprises regarding covered bonds legislation, see 

hrtp://\vww americansecuriliyniion.comi'nploadedF les/ ASF HFSC Coveted Bund Tesliirionv 3 11 ll.pdf . 
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dislocation doesn’t occur within our nation’s fragile housing market. There are many aspects of 
Chairman Garrett’s legislation that work toward this goal and that ASF supports, particularly 
with respect to appropriate standardization and ensuring respect and clarity for applicable laws. 
We appreciate the opportunity today to discuss some of the key details of this proposal. 

II. Transitional Concerns Related to the GSEs 

Getting from our current state of the GSEs to some future state will require some 
appreciable time measured in years for the transition. The length of time of this transition may 
vary widely depending on how dramatic that transformation is and how the existing assets and 
infrastructure of the GSEs are used. 

Increasing guarantee fees through legislation such as H.R. 1222 proposed this spring by 
Congressman Neugebauer and the reduction in conforming loan limits that just occurred at the 
end of September represent two specific shorter term mechanisms through which to reduce this 
reliance. These guarantee fees are charged by the GSEs to lenders as compensation for 
servicing, selling, guaranteeing, and providing information on the underlying loans. Last 
September, the FHFA released its annual report on guarantee fees, which found that the pricing 
of these fees often subsidizes the GSEs’ guarantees on some single-family mortgages.** 
Therefore, raising these fees will serve to encourage fairer competition with the private sector. 
Additionally, reducing conforming loan limits can serve to decrease reliance on the GSEs. as 
fewer properties will qualify for the lower interest rates on conforming mortgages backed by a 
federal guarantee, thereby also increasing competition witli the private market. 

For additional information on ASF’s views on transition and guarantee issues, please see ASF’s September 20! 0 testimony at 
http://\vvi\v.amcricansecuritizatiQn.com/uD!oadedFiles/ASF HFSC Testimony 09.29. {O.Dcif 
' For the FliFA report, see %v\vw.flifa.gov/wcbfilcs/22642/201 iGFccReportFinal.pdf . 
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III. Key Reasons for Lack of Private Securitizations 

A. Death by a Thousand Regulatory Cuts 

While ASF is generally supportive of many individual securitization market regulatory 
reform initiatives, we believe that it is important to consider the overwhelming volume and cost 
of these initiatives to market participants when set forth simultaneously. In addition to the 
significant burdens posed by the Dodd-Frank Wall Street Reform and Consumer Protection Act 
of 2010 (“ Dodd-Frank Act ’T risk retention requirements and the Bureau of Consumer Financial 
Protection’s (“CFPB”) qualified mortgage (“ OM ’”) regulation, discussed below, the RMBS and 
consumer asset-backed securities (“ABS”) market is currently facing a barrage of regulatory 
initiatives from the Securities and Exchange Commission (“SEC”), Federal Deposit Insurance 
Corporation (“FDIC”), Board of Governors of the Federal Reserve System (“ FRB ”). and 
Commodity Futures Trading Commission (“CFTC”), as well as from the radical rework of risk- 
based capital requirements under Basel III, Attachment A of this testimony provides a dizzying 
visual representation of the number of regulatory initiatives currently challenging the restart of 
the securitization market. The large number and high cost of these regulatory initiatives 
threatens ongoing paralysis of the securitization market, as many current market participants and 
potential new entrants are choosing to sit on the sidelines while policymakers take years to 
reform the size and shape of the full regulatory scheme. Even more concerning, given the size of 
the housing finance market, it is difficult to see how the broader U.S. economy can significantly 
improve until uncertainties around these issues are resolved and securitization returns. In our 
May, 2011 U.S Senate testimony, we articulated many of the most pressing regulatory issues 
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currently confronting the securitization industry.'^ But even since May. a number of additional 
policy initiatives'^ have been proposed that will further weigh on the industry or even crush 
some sectors or subsets of the securitization markets, including: 

• Volcker Rule 

• Conflicts of Interest 

• Basel 2.5 and III 

• Rating Agency Reform 

• Regulation AB II (“ Reg AB IT T Proposals and Re-Proposals 

• Regulation of Derivatives 

In addition to the issues listed above, there are a number of other impediments to private capital 
returning to the residential mortgage market. First, the GSEs continue to subsidize the vast 
majority of the residential mortgage market, and therefore maintain a substantial competitive 
advantage by under-pricing credit risk. Second, banks are utilizing deposits as a very low-cost 
way to lund residential mortgages on balance sheet, making it a better execution method than 
securitization. Finally, many investors that invested during the crisis have been slow in returning, 
and have demanded greater yield in order to participate in this space. 


See testimony of ASF Executive Director Tom Deulsch delivered to the Senate Committee on Banking, Housing, and Urban 
Affairs (“SBC”) Subcommittee on Securities, Insurance, and Investment r Sccurities Subcommittee ”! on May ! 8, 201 1, available 
at: [tttD://tvrvw.americaiisecuritization.com,runioadedFile.s/ASF Senate Bankinit Securilization Testimony 5-18-1 l.ndf . 

Additional summary information on ASF’s concerns related to these proposals may be found at: 
httn://wwvv.amen~cansecuritization.com/uDioadedFiles/Nevr Re&uialorv Initiatives, pdf . 
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IV. Discussion of H.R. . the “Private Mortgage Market Investment Act” 

A. Standardization 

i. Replication of Existing TEA Market 

The first key goal of Chairman Garrett’s legislation appears to be to increase 
standardization and uniformity within the secondary mortgage market by, among other things, 
requiring the FHFA to prescribe uniform underwriting standards. These standards would attempt 
to replicate much of the liquidity function of the so-called “To-Be-Announced” (“TBA”) market. 
There shouldn’t be any underestimation of the importance of maintaining the TBA market. 
Although not well understood outside the housing finance industry, the TBA market makes it 
possible for borrowers to have the peace of mind of locking in favorable mortgage rates and 
originators’ immediate and liquid sale in the capital markets. A TBA is a contract for the 
purchase or sale of GSE MBS (e.g., $50 million Fannie Mae 5.5% MBS in December) to be 
delivered at a future, specified date, sometimes substantially (up to 90 days) in advance of tlie 
settlement date. For a variety of reasons discussed more fully in ASF’s comment letter 
submitted last summer to the Departments of Treasury and Housing and Urban Development in 
response to the July 21, 2010 request of those Departments,''' there are significant challenges to 
replicate a TBA market outside of the GSEs. 

The TBA market is possible for two reasons: first, the flingibility of the conforming loan 
product, which is a standardized product with established and uniform underwriting guidelines 
and form documentation, and, second, the effect of the GSF, guaranty, which serves to equilibrate 


See http://\\'wav.americansecuritiza{joH.CQm/uptoadedFiles/ASFGSEReforrnC omm er i tLet t ertoTre asuw-7-21 . lO.pdf. 
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credit risk of all of the securiti 2 ed MBS. It is the guarantee function that attracts so-called “rates 
investors” because of the absence of underlying credit risk within the securities. 

For a variety of reasons, it is difficult to replicate a TBA market outside of the GSEs, 
though not necessarily impossible in the long-term. Although certain solutions may be 
appropriate and necessary for the overall health of the residential mortgage system, they pose 
unique challenges for the current TBA market. For a more fulsome discussion of these highly 
technical and detailed matters, I direct your attention to the July 21, 2010 ASF comment letter 
referenced above, but as issues related to managing forward interest rate risk, an originator of a 
mortgage loan that is intended for inclusion in a private label RMBS has typically protected itself 
from market interest rate changes between origination and securitization by various mechanisms, 
which have included, for example: 1) a commitment to purchase that loan at a set price from the 
entity that intends to sponsor the securitization, or 2) an interest rate hedge, if the originator will 
be the sponsor or is otherwise exposed to market interest rate risk. While these types of 
mechanisms have their cost and effectiveness limitations (it is frequently said that there is no 
such thing as a perfect hedge), these types of mechanisms that have been used in the past should 
be sufficient to protect originators from interest rate risk on a going forward basis as the private 
label RMBS markets recover. 

Before 1 move on, however, f must point out that any reform of the GSEs which does not 
accommodate, or suitably replace, the existing GSE MBS TBA market will undoubtedly impact 
mortgage originators and borrowers both severely and negatively. 
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a. Securities Act Registration Exemption 

If the ultimate bill includes a mandate for a waiting period and loan-level disclosure for 
all registered MBS (or if the SEC’s Reg AB II proposals are enacted), any attempt to emulate the 
TBA offering process would have to include an exemption from registration. The furnishing of 
enhanced loan-level data to investors is inconsistent with the operation of the TBA market. A 
forward market cannot have true loan-level disclosure, because the loans have not actually been 
identified as of the trade date and subsequently delivering loans conforming to a set of exacting 
criteria, such as the SEC’s Reg AB II loan-level fields, would not be possible. Even if ranges 
were included to aid an issuer’s ability to deliver conforming loans, investors would have to 
assume the bottom of the range would ultimately be included in the pool. A five day waiting 
period would also be inconsistent with the current construct of the i'BA market, because 
additional time is generally not necessary to evaluate assets that are truly fungible. 

Hi. FHFA as Private-Label Standard Setter 

As stated previously, the Garrett legislation contemplates the FHFA to establish uniform 
underwriting standards. There are clearly advantages and disadvantages to having the FHFA, or 
any other government agency, set these standards. A clear advantage is that bright-line 
underwriting standards will bring additional clarity and certainty with respect to the underwriting 
of mortgage loans. However, we have concerns with government involvement in setting 
underwriting criteria as it could, over time, become susceptible to political interference, such as 
pressure to achieve increased homeownership in particular segments of the country or access to 
credit for certain borrowers. If the goal of the legislation is to promote robust private capital 
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without government involvement, then it maybe advisable to move some of the standard-setting 
process to private market participants or leave it to evolving market practice. This could be 
accomplished in a variety of different ways, including a “standards board” comprised of issuers 
and investors, 

B. Alignment of Incentives 

During the recent economic crisis, some commentators questioned whether mortgage 
loan originators adequately mitigated or retained sufficient risk in the loans they were making to 
borrowers, especially when those loans were sold into securitization trusts. These critics pointed 
to a lack of “skin in the game,” which they believe misaligned incentives bettveen originators 
and investors and failed to ensure the loans underlying were of adequate credit quality. 

ASF supports efforts to align the incentives of issuers and originators with investors of 
ABS and we believe these incentives should encourage the application of sound underwriting 
standards by both the originator and securitizer in connection with the assets that are securitized. 
ASF began the process to better align incentives over three years ago, when we launched our 
Project on Residential Securitization Transparency and Reporting (“Proje ct RESTART ”!.'^ 
which is a broad-based industry-developed initiative to help rebuild investor confidence in 
mortgage-backed securities. It has been recognized by senior policymakers and market 
participants as a necessary industry initiative to improve the securitization process by developing 
commonly accepted and detailed standards for transparency, disclosure and diligence that each 


“ tor more information on ASt Project KtSTAKT, see httpi/twrwv.americansecuri tization.com/restart . 
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appropriate market participant will be recommended to implement.** As part of this effort, ASF 
developed a set of model representations and warranties (the “ ASF Model Reps ’”) aimed at 
infusing transparency and comparability across securitization transactions and a set of RMBS 
repurchase principles (the “ ASF Repurchase Principles ”)'^ for investigating, resolving and 
enforcing remedies with respect to representations and warranties in RMBS transactions 
involving newly originated mortgage loans. These two initiatives combine to create a very 
strong alignment of incentives between issuers and investors in RMBS transactions and are 
flexible enough to allow for appropriate changes in the market over time. As part of Dodd- 
Frank, Congress also decided to address alignment of incentives, but opted to employ credit risk 
retention and tasked a team of regulators (the “ Joint Regulators ’’) with implementing regulations 
that would effect “skin in the game,” but still permit appropriate access to credit. 

While ASF believes that appropriate risk retention rules can aid in achieving a proper 
alignment of incentives, we believe it is far more critical that “skin in the game” be implemented 
for future RMBS transactions through appropriate representations and warranties coupled with 
an effective repurchase mechanism. We also believe that the rules proposed by the Joint 


In its March 2008 Policy Statement on Financial Market Developments, the President’s Working Group (the ’ TWG ”1 on the 
Financial Markets recommended that ASF develop templates for disclosure in securitization that support efforts to improve 
market discipline and on June 24, 2008, Acting Under Secretary for Domestic Finance Anthony W. Ryan announced that the 
PWG had engaged ASF as the private sector group to develop best practices regarding disclosure to investors in securitized 
credits. Most recently. Fed Governor Sarah Bloom Raskin commended ASF's Model Reps and Repurchase Principles in an 
October 4, 2011 speech. See http://www.trcasurv.gov/rcsource-centcr/fin- 

mkts/Documents/pwgpolicvstatemktturmoil 03 1 22Q08.Ddf. hirp://wAvw.treasurv.eov/Drcss-center/press- 
reieases/Pages/hp i 053.asDx. and http;//vv\v\v,f^ralreservc.gov/newsevcnts^speech/ra3kin2Ql 1 1004a-htm . 

‘ ■ See http://w\vw.americansecuritization.com/^uploadedFiles/ASF Project R1£S1AR'I Reps and Warranties 1 2 l509.Ddf . 

'* See http://vvw\v.aiTtcricansecurilization.com/uDloadedFiles/ASF_Model RMBS Repurchase Prindples.pdf . 
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Regulators'* are not sufficiently tailored to the various asset classes that are securitized and will 
likely cause a host of negative unintended consequences, some of which are described below. 

/. ASF Concerns with Proposed Risk Retention Rules 

In drafting the proposed rules, the Joint Regulators indicated that they had taken into 
account the diversity of assets that are securitized, the structures historically used in 
securitizations, and the manner in which securitizers may have retained risk. Despite those 
efforts, substantial work still needs to be done to evolve the proposed risk retention rules into 
workable solutions that will not inhibit securitization. What is at stake is the risk of significant 
reductions in the availability of auto loans, mortgages, student loans, credit cards, and 
commercial credit all across America. Given that many engines of the U.S. economy are still 
sputtering and unemployment remains extremely high, ASF advocates strongly that these rules 
not overreach to attempt to “fix” sectors of the securitization markets that did not see any losses 
during an extreme economic downturn and instead are now powering economic revival in some 
areas of the economy. Attempts to realign incentives in many types of securitization structures, 
where those incentives have demonstrated through strong performance to be well-aligned 
between issuer and investor, only serve to risk harm to the American economy, consumers and 
investors. 

The proposed risk retention rules create such a risk to the securitization market that some 
have advocated the concept be eliminated altogether. In fact. Chairman Garrett's proposed bill 
would strike the risk retention provisions of Dodd-Frank, rendering the proposed rules moot. 


See http://\vw\v.sec.gov/ruies/propose(i/'20l 1/34-64 1 48.Ddf . 
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ASF believes that our substantial comments to the Joint Regulators should enable them to revise 
the proposed risk retention rules to tailor the provisions to the various asset classes in order to 
promote a healthy securitization market. However, if the Joint Regulators were unable or 
unwilling to implement a substantial portion of our recommendations to allow many MBS and 
ABS to continue forward, ASF would likely endorse the outright removal of risk retention from 
Dodd-Frank. 

a. ASF’s Previous Comments on Risk Retention 

In an effort to ensure that risk retention is implemented properly, ASF has submitted 
hundreds of pages of comments including: (i) a series of preliminary comment letters last year 
supporting the proposal of risk retention requirements that are tailored to each major asset class, 
including RMBS, auto ABS, asset-backed commercial paper (“ABCP”), credit card ABS, 
student loan ABS and corporate debt repackagings; (ii) a comprehensive comment letter in 
response to the Joint Regulators’ proposed risk retention rules; and (iii) a supplemental comment 
letter addressing the proposed “qualifying automobile loan” exemption.^® Additionally, ASF 
previously delivered its views on this subject to Congre.ss during a hearing of the House 
Committee on Financial Services Subcommittee on Capital Markets and Government Sponsored 
Enterprises entitled, “Understanding the Implications and Consequences of the Proposed Rule on 


For more information on ASF’sriskretentionadvocacy and the preiiminary comment letters, see 
httD://wwvv.americansecuritization.com/storv.aspx?id~4884 , for our comprehensive comment letter, see 
httpj/Avw'w.americansecuritization.com/uploadedFiles/ASF Risk Retention Comment Letter.pdf. and for our stipplementaf 
comment letter addressing the “qualifying automobile loan,” see 

httD://www.americansecuritization.com/uDloadcdFiles/ASF Auto QAI. Comment Letter 8 1 11.pdf . 
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Risk Retention”^' and a subsequent hearing of the Senate Banking Committee’s Subcommittee 
on Securities, Insurance & Investment entitled, “The State of the Securitization Markets.”^^ 

In these comment letters and testimony, our membership sought to highlight the 
intricacies of each asset class and stress the need for risk retention requirements that are tailored 
to each class of securitized assets. These views are consistent with Dodd-Frank’s directive to 
implement “separate rules for securitizers of different classes of assets” and reflect the primary 
recommendation of both the Board of Governors of the Federal Reserve System in its October 
2010 Report on Risk Retention*^ and the Financial Stability Oversight Council, chaired by 
Treasury Secretary Timothy F. Geithner, in its January 2011 study. 

We believe that the proposed risk retention rules missed the mark in many key areas and 
failed to achieve the recommendations of the risk retention studies mandated by Dodd-Frank. In 
particular, there are areas within the proposed risk retention rules that will greatly inhibit a 
healthy private securitization market, particularly with respect to residential mortgages, and for 
these reasons, we continue to believe that a re-proposal is necessary to ensure that the Joint 
Regulators get the final risk retention rules right. We highlight the areas of greatest concern 
below. 


See “ASF Risk Retention Testimony Before HFSC,” American Securitization Forum (April 14, 2011), available at 
htlD://www.americansecuritization.com/uDloadedFilc5/ASF HFSC Risk Retention Testimony 4-14-H.Ddf. 

“■ See “ASF Senate Banking Testimony.” American Securitization Forum (May 18, 201 1 ), available at 
http://w\v\v.americansecuriti7.ation.com/uptoadedFiles/ASF ?^nate Banking Securitization Testimony 5-18-ll.pdf . 

See httD://federalreserve.eov/boarddocs/rptconeres&/securitization/riskfetcntion pdf, pg. 3, 83-84. Tn light of the heterogeneity 
of asset classes and securitization structures, practices and performance, (he Board recommends that rulemakers consider crafting 
credit risk retention requirements that are tailored to each major class of securitized assets,” 

See the FSOC Study, pg. 3, available at: 

http://\vvvAv.trca5urv.gov/initiativc8Avsr/DocumcnftVScction%20946%20Risk%20Rctcntion%20Stud3'%20%20%28FINAL%29.D 
A risk retention framework should “[ajli^ incentives without changing the basic structure and objectives of securitization 
transactions; fpjreserve flexibility as nwkcls and circumstances evolve; mid [ajllow a broad range of participants to continue to 
engage in lending activities, while doing so in a safe and sound manner.” 





94 


ASF Testimony 

H.R. , the Private Mortgage Market Investment Act 

Novembers, 20 U 
Page 16 

b. Premium Capture Will Greatly Inhibit Mortgage Securitization 

The proposed premium capture rule exceeds the mandate and legislative intent of Dodd- 
Frank by adding on to the 5% risk retention requirement the entire value of ABS issued in a 
securitization over par — effectively nullifying the securitizer’s entire return and recoupment of 
costs associated with the transaction. The rule as proposed will have pervasive effects on 
securitization and borrowers, including assuring the accounting consolidation of the 
securitization onto the balance sheet of the securitizer regardless of the risk retention form 
employed, effectively making securitization another fonn of balance sheet lending, which as 
noted above, is incapable of supporting the housing market. In Section VIII.A.vi.b. of our 
comprehensive risk retention comment letter, we describe a hypothetical securitization of a 
single loan and explain how the cost associated with premium capture would result in the loan’s 
interest rate being approximately 2.00% higher, and its monthly payment being approximately 
24% higher, than would otherwise be the case. This is consistent with recent research done by 
Mark Zandi, Chief Economist of Moody’s Analytics, who stated that “[a]s a result of the way the 
premium capture rule is stated, the mortgage rate impact to borrowers would be significant — on 
the order of an increase of 1 to 4 percentage points depending on the parameters of the 
mortgages being originated and the discount rates applied.”^* 

The premium capture rule also fails to take into account the cost of origination of loans, 
including out-of-pocket costs such as appraisals and title insurance, as well as the originator’s 
overhead and profit on sale. In addition, the rule would interfere with an originator’s or 
sponsor’s ability to use interest rate hedges during the period between origination and 
” See httD://wu w,aiiicricansccuriU/.a‘io[i.coni/upU)3dejFiles.^20U-Q9-2l Zandi A-Clarineulion-of-Risk.njf . 
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securitization, which would likely prevent originators from offering borrowers rate locks for the 
period between application and funding. Finally, the harsh impacts of the premium capture rules 
will be most severe for low and moderate income borrowers with less than prime credit histories, 
because securitizations of loans to such borrowers create significant amounts of excess spread. 
This will result in credit being less available to, and more expensive for, low to moderate income 
mortgage borrowers. 

Most disturbing, however, is that the premium capture rule as currently proposed 
eliminates virtually all incentives to securitize for institutions other than those that securitize 
purely for financing. Institutions with other sources of funding will move away from 
securitization altogether, resulting in a constriction of credit and an increased cost of capital. 

c. Proposed QRM Will Constrict Credit and Increase Cost 

The highly conservative nature of the qualified residential mortgage (“QRM”) definition 
will likely limit the availability, and increase the cost, of mortgage credit to consumers, 
particularly to those with low to moderate incomes. The risk retention proposing release 
indicates that approximately 19.79% of all loans purchased or securitized by the GSEs during the 
period 1997-2009, and approximately 30.52% of loans in 2009 alone, would have met the QRM 
criteria. In the current market, even highly creditworthy borrowers are continuing to experience 
difficulties in obtaining mortgage financing, as uncertainty in the world financial markets in 
general and the mortgage market in particular make obtaining credit difficult. This problem will 
be substantially exacerbated, and the availability of mortgage credit to consumers will suffer, if 
the QRM definition is not either expanded to include a greater percentage of the mortgage 



96 


ASF Testimony 

n.R. , the Private Mortgage Market Investment Act 

Novembers, 2011 
Page 18 

market or, as we have stressed in our comprehensive comment letter, modified to allow QRM 
loans and non-QRM loans to be included in the same securitization pools. 

The QRM exemption to the risk retention requirements is only available if all the loans 
underlying the securitization are QRMs. Tliis requirement effectively splits the securitization 
market into transactions backed by QRMs and transactions backed by non-QRMs. We are 
concerned that it may not be possible for sponsors to originate QRMs in numbers sufficient to 
generate the critical mass of loans necessary for economically efficient securitizations, which 
would invariably increase the cost of such loans. In order to alleviate this risk, we support 
c.stablishing a “QRM blend” exception that would allow QRMs to be included in a pool that also 
contains non-QRMs, in a way that preserves the 0% risk retention requirement on the QRM 
portion of the pool and the 5% risk retention requirement on the non-QRM portion of the pool. 
The 5% risk retention requirement on the entire securitization would then be ratably reduced by 
the proportion of the total pool that meets the QRM standards. This would meet all the goals of 
the risk retention rules, while at the same time maintaining the feasibility of securitizing QRMs 
and avoiding the increased costs to borrowers that would follow if such securitizations were not 
economically efficient. We believe that this exception would be consistent with the statutory 
framework of Dodd-Frank. 

d. Servicing Standards 

The inclusion of servicing standards in the QRM definition goes well beyond the 
legislative intent of Dodd-Frank and its mandate for including criteria relating to underwriting 
and product features. There is no evidence, either in the legislative history or the language of 
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Dodd-Frank, that Congress intended to include servicing standards as part of ri sk retention rules. 
In fact, incorporating servicing standards into the QRM definition would have the peculiar result 
of regulating the servicing of the highest quality borrowers, those with the least risk of 
encountering servicing issues or needing loss mitigation, while the bulk of the market, consisting 
of borrowers with a greater need for loss mitigation, would be left unregulated. We believe that 
this effort should not be rolled out on a piecemeal basis, and instead support the separate 
interagency effort currently underway to develop national servicing standards that will benefit all 
borrowers of residential mortgage loans. 

e. Reliance on GSEs Will Increase 

Since the time the GSEs were placed into conservatorship, their economic significance 
has only increased, and they, along with the Federal Housing Administration (“FHA”), guarantee 
90+% of American mortgages, as the private label MBS market continues to lie dormant. The 
proposed risk retention rules would impose significant burdens on issuers of private label MBS 
but provide that the implicit 100% taxpayer guarantee is a suitable form of “skin in the game” for 
the GSEs. effectively exempting them from the proposed risk retention rules. Securities 
guaranteed by the GSEs will be able to be securitized free from the risk retention requirements 
(including the premium capture rule and the resulting accounting issues) irrespective of whether 
such .securities are QRMs, which will result in the non-QRM loans backing such securities 
having lower costs to borrowers and more attractive terms than similar loans offered by private 
market participants. This will have the effect of increasing the portion of the residential 
mortgage market dominated by the GSEs, further entrenching the importance of their role in 
such market. This will make it substantially more difficult for Congress to carry out its efforts to 
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restructure or wind down the GSEs, since a substantial percentage of consumers will be wholly 
dependent on the GSEs to provide them with affordable mortgage financing. 

a. Reps and Enforcement Mechanisms Should Be Priority for RMBS 

Without exception, our investor, originator and issuer members view appropriate 
representations and warranties and effective enforcement provisions as significant risk retention 
for RMBS transactions. In fact, ASF believes that risk retained through representations and 
warranties results in an even greater amount of skin in the game than the 5% risk retention 
mandated by Dodd-Frank because a repurchase is for 100% of the loan’s unpaid principal 
balance. Furthermore, the principal goal of any risk retention initiative should be to establish 
and reinforce commercial incentives for originators to create and fund mortgage loans that 
conform to stated underwriting standards and other securitization eligibility criteria, thereby 
making those parties economically responsible for the stated attributes and underwriting quality 
of securitized loans. Our RMBS issuer and investor members strongly agree that the ASF 
Repurchase Principles effectively achieve that goal, and in a more direct manner than the 
proposed risk retention rules. 

Appropriate “skin in the game” for securitization transactions begins with representations 
and warranties, which are used to allocate the origination risk of mortgage loans between the 
issuers of the securities and the investors who purchase them. Generally, if a loan is found to 
have breached the representations and warranties and such breach is sufficiently material, the 
loan can be “put back” or returned to the seller who is obligated to repurchase it, essentially 
effecting a 100% risk retention. Much like a defective product would be returned to the store 
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from which it was sold, a materially defective mortgage loan would be returned to the issuer or 
other representing party through its removal from a securitization trust for the applicable 
repurchase price (or a qualified substitute loan, if applicable). 

Historically, the type and form of representations and warranties included in RMBS 
transactions varied greatly, and investors often expressed concerns about their inability to 
compare the representations and warranties provided by different issuers. The ASF Model Reps 
were developed primarily to express customary market representations and warranties in the 
same, transparent language across transactions and provide a “baseline” against which investors 
and rating agencies can measure the representations and warranties contained in a particular 
transaction, Securitization transactions vary based on many factors, including the underlying 
collateral, the associated transaction parties, the types of bonds issued and the ultimate investors. 
Securitization investors have differing needs and risk tolerances and depending on the 
transaction, investors and/or issuers may be willing or unwilling to assume certain risks or 
certain representations and warranties simply may not be relevant. Because transactions can 
vary greatly, parties are free to determine which of the Model Reps are appropriate for a 
transaction and whether modifications to the language or form of the Model Reps should be 
made. The purpose of the Model Reps is to allow market participants to easily determine 
whether departures from the Model Reps have occurred and whether knowledge qualifiers were 
used, adding transparency to the negotiation process among the parties to a given transaction and 
enabling issuers and investors to more easily and better assess their willingness or unwillingness 
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to assume origination risks. The Model Reps also provide more significant protections by 
reworking the language of the representations and warranties contained in existing RMBS 
transactions and including many new provisions which did not previously exist. 

Many investors believe that the repurchase process set forth in most existing 
securitization contracts does not provide applicable parties with an adequate means to pursue a 
repurchase demand nor does it effectively specify mechanism.s to identify breache.s or resolve a 
question as to whether a breach occurred. For these reasons, our membership began working 
towards the ASF Repurchase Principles to delineate a consensus framework for enforcing 
remedies with respect to representations and warranties in RMBS transactions by, among other 
things, establishing the role of a new “independent reviewer” that will have access to the files of 
applicable mortgage loans to determine if a breach has occurred and requiring a robust 
mechanism for the investigation and resolution of disputes regarding breaches of transaction 
representations and warranties. The basic elements of the framework involve (i) review of pool 
assets by an independent third party that is given access to the loan files for compliance with 
representations and warranties following the occurrence of an agreed-upon “review event,” (ii) 
recommendation by the independent third party to the securitization trustee of whether or not to 
demand repurchase of, or substitution for, the pool asset by the representing party and (iii) if the 


We also note that Dodd-Frank and recent niles issued by the SEC require each nationally recognized statistical 
rating organization (“NRSRO”) to include in any report accompanying a credit rating a description of (i) the 
representations, warranties, and enforcement mechanisms available to investors; and (ii) how they differ from the 
representations, warranties, and enforcement mechanisms in issuances of similar securities. 
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representing party disputes the independent third-party’s findings, submission of the dispute to a 
binding dispute resolution process.” 

ASF believes that the strong third-party mechanism set forth in the ASF Repurchase 
Principles will ensure that representations and warranties in future RMBS transactions are 
subject to a clearly defined enforcement mechanism, with the beneficial effect of causing asset 
originators to exercise caution in underwriting and deterring transfers of substandard assets to 
securitization vehicles. ASF has recommended that all future RMBS transactions of newly- 
originated mortgage loans include a repurchase framework that is consistent with the ASF 
Repurchase Principles. Finally, our members would have concerns with any regulator-produced 
model that strayed from these core principles, which market participants spent over six months 
discussing and refining. 

C. Legal Certainty 

i. Subordinate Liens 

Another goal of Chairman Garrett’s legislation is to remove so-called “conflicts of 
interest” between servicers and investors where servicers service the first lien, and hold the 
second lien on portfolio. Often the contract for the second lien is consummated sometime after 
the first lien, and the first lien holder is unaware both of the existence of the second lien as well 
as the holder of the second lien. This is why the second lien is often referred to as a “silent 
second.” Although our investor and originator/servicer members remain split as to the ultimate 

” We believe that the ASF Repurchase Principles would be gencrdlly consisteiil with the re-propused conditions for shelf 
eligibility for ABS proposed by the SEC on July 27, 2011 if Uie SEC were to incorporate the comments we submitted on October 
4, 2011, See the SEC’s proposal at httD:/Avww.sec.gov/ru]es/prQDOsed/2Ql i03-92441r.pdf and our comments at 
http:/Avw\v.americansccuritization.convuploadedFiles/ASF Comment Letter on SEC Reg AB 11 Rc-Proposal 10-4-1 i.ndf . 
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impact of this issue with respect to the crisis, it is clear the second Hen transaction remains a 
blind spot to first lien investors. 

a. Mandatory Principal Write-Downs 

ASF strongly supports the measure in Chairman Gairett’s legislation that would prevent 
regulators from unilaterally forcing investors to reduce the principal balance of loans in which 
they have invested. ASF believes that borrowers, investors, and issuers should be allowed to 
work together to modify mortgages as they deem appropriate. While some ASF members have 
chosen to engage in limited principal reduction initiatives to maximize net present value on 
highly select loans, we believe that, lacking an explicit directive from Congress, any federal 
regulatory initiative to force investors to take losses as part of a mandatory principal reduction 
scheme is poor public policy and ultimately violative of basic contract law. 

Industry participants have deployed and will continue to deploy aggressive efforts to 
prevent as many avoidable loan defaults and foreclosures as possible. No securitization 
participant including lenders, servicers, and investors — benefits from these foreclosures. 
However, across-the-board mandatory principal reduction is not the solution to this challenge. In 
modifying troubled mortgages, reducing a borrower’s principal balance creates perverse 
incentives for homeowners to strategically default on their mortgages in order to lower their 
overall cost. Investors and taxpayers, who are effectively Fannie Mae and Freddie Mac investors 
over the course of their federal conservatorship, stand to lose enormously, as the value of their 
secured assets would necessarily be trimmed. Indeed, Fannie and Freddie, propped up by the 
taxpayers, would be the hardest hit firms, as they currently command the vast majority of the 
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mortgage market. We note that the FHFA, as Fannie and Freddie’s conservator, has consistently 
resisted calls for principal reduction in an effort to protect taxpayers from these losses. 

The idea of a principal reduction scheme has most recently been suggested as an element 
of the settlement talks currently being conducted among bank servicers and several federal 
agencies and state attorneys general.^* Our institutional investor members are strongly opposed 
to any settlement for alleged servicing violations that investors had no control over that requires 
loans owned by investors to be modified or WTitten down, particularly if write downs on 
subordinate liens weren’t mandated in greater proportions. We believe that the circumstances of 
individual borrowers require modification options that arc best worked out among borrowers, 
servicers, and investors, not through government mandate, in whatever form it may come. Put 
simply, housing policy cannot be solved with one-size-fits-al! regulatory decrees. 

Moreover, mandating principal write-downs as a sanction for any servicing improprieties, 
but against the interests of the investors that provide capital for new loans, would serve only to 
reinforce investors’ uncertainty with respect to the legal rights and obligations under 
securitization contracts. Uncertainty around these rights and the rule of law in the broader 
securitization market remains one of the greatest obstacles to bringing new money back into the 
marketplace. For investors and the private market to return and replace taxpayers and Fannie and 
Freddie, the rule of law around securitization contracts must be honored and enforced. Until 
investors’ fears over these issues are put to rest definitively, the recovery of the housing market, 
and with it the broader economy, will remain stalled. 

See Morgenson, G. (October 29, 2011). A Deal That Wouldn’t Sting. The New York Times, available at 
http://\v\vw-n\'times.com/20n/!Q/30/business/a-foieclosu re-settlcmeni-that-wouli3nt-sting.html . 
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For the above reasons, ASF fitlly supports Chairman Garrett’s measure to restrict 
regulators from forcing principal reductions on loans owned by investors. 

Hi. Third Party Trustee 

ASF supports efforts to ensure that trustees for mortgage-backed securities transactions 
are independent from the sponsors of such transactions. Section 101(g) of Chairman Garrett's 
bill provides that at all times there be one or more trastees for pools of mortgages that act as 
collateral for qualified securities, and that the Director issue rules requiring that such trustees be 
qualified and be independent using the same requirements as set forth in the Trust Indenture Act 
of 1939 (the “ Trust Indenture Acf ’I. ASF notes that these provisions are consistent with practice 
today on all private label RMBS transactions, both for publicly offered securities that are not 
governed by the Trust Indenture Act (transactions in which the securities are issued pursuant to a 
pooling and servicing agreement or a trust agreement) as well as transactions that are not 
publicly offered. This is the case in part because of legal constraints (such as the requirements of 
the Investment Company Act of 1940 or ERISA), as well as because of investors requiring that 
there be an independent trustee. Thus, even when the legal constraints mentioned above do not 
apply, RMBS transactions do not occur without an independent trustee. 

Regarding the reporting of claims requirement of the bill, ASF believes that such a 
requirement does not pose a large burden on the trustees, but there would need to be more clarity 
as to what constitutes a claim against a sponsor. ASF notes that Section 943 of the Dodd-Frank 
Act already provides that securitizers are required to report when a noteholder requests that a 
loan be repurchased because of a breach of a representation or warranty with respect to such 
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loan. That information is required to be reported regardless of whether the transaction is 
privately or publicly held. Also, such claims are typically not made against the sponsor, but 
against some intermediate entity that is ovmed by the sponsor. 

The bill also contains provisions attempting to protect investor rights, and which require 
each trustee to maintain a list of investors and to be a means for investors to communicate with 
each other. These provisions in their current form will have some significant implementation 
difliculties to improve investor communications because the trustees do not have access to that 
information. In most RMBS transactions, the Depository Trust Company (“DTC”) is the 
registered owner of the securities. DTC holds the securities as the nominee of financial 
institutions (“ DTC Participants ”!, which hold the securities for themselves, for their customers 
(the ultimate “ Beneficial Holders ”! or for other financial institutions which in turn hold the 
securities for themselves or their customers. Sometimes Beneficial Holders do not hold the 
securities in their own name, but instead hire a custodian bank to hold the securities on their 
behalf. The only information a trustee can get from DTC is the name of the DTC Participants. 
The only way that the trustees can obtain the information that appears to be required by 
Subsection (g)(5) would be to have an additional requirement that every Beneficial Holder 
inform tlie applicable trustee of the securities it holds. Another way to address this may be to 
require Beneficial Holders to inform DTC of their identities and allow investors and/or trustees 
to access the lists through DTC. DTC does charge a fee to the trustees each time they request a 
participant list, so updated inquiries will certainly increase the costs of the transaction. .Although 
this may not be a large amount for each transaction, depending on how often a trustee would 
need to update the list through DTC, but the amount would be quite large over all RMBS 
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transactions. Another challenge with the provision is that it is not clear what it means to 
facilitate communications among investors, or how this could be done while complying with the 
requirement that the trustee not make the list of investors available to other investors. As a 
prophylactic measure, protections should be put in place to ensure that the trustees are not 
responsible for the content of the communications by investors. 

Regarding the independent third party, the provisions in the bill will help codify practice 
on some transactions and raise many additional questions. Current practice is that if investors 
want to review files of collateral in an MBS transaction, they contact the trustee and arrange, at 
their own expense, to have the files reviewed by an accounting or other type of firm that has 
expertise in reviewing collateral files. The holders then report the findings of the review to the 
trustee and/or the sponsor or servicer of the transaction, which leads to a negotiation with the 
sponsor or another entity responsible for the representations and warranties in the transaction. 
This process is not always smooth, as historical agreements have not typically provided details 
about how this should be dealt with by the parties. The language in the bill would help clarify 
for trustees (and/or the related custodians of the mortgage files) that they have an obligation to 
provide access to the files. However, one key challenge for the market to address is who is 
required to pay for the review or whether the trustee is expected to monitor the process or make 
any decisions with respect to the scope of the review or monitoring of the third party to ensure 
that it followed the procedures established for the review. 
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iv. QM Safe Harbor 

The qualified mortgage rule was originally proposed by the FRB, but responsibility for 
the final rule was transferred to the CFPB on July 21, 2011. The proposed rule establishes the 
“qualified mortgage” as a standard for complying with Dodd-Frank’s requirement that lenders 
make a reasonable determination that a consumer has the ability to repay a mortgage loan. The 
proposal contemplates and reque.sts comment on two levels of protection for meeting the 
standard, one resulting in a “safe harbor” from liability and the other resulting in a presumption 
of compliance that could later be rebutted. 

As a threshold issue, ASF believes it is essential that the final rule minimKe the legal risk 
to investors in residential mortgage loans. Liquidity in the residential mortgage market relies on 
investors that reasonably believe that loans are enforceable in accordance with their terms, 
without unnecessary impairment due to assignee liability or an inability to realize on the 
collateral. To achieve this critical goal, tlie proposed rule must be revised in two ways.^’ 

First, the QM definition includes subjective and vague factors that will make it difficult 
or even impossible to determine, at the time a loan is made, whether or not the loan qualifies as a 
QM. For instance, Dodd-Frank specifies that a QM is a residential mortgage loan “for which the 
income and financial resources relied upon to qualify the obligors on the loan are verified and 
documented.” An originator may indeed exert a reasonable, good faith effort to verify and 
document a consumer’s income and financial resources in underwriting a loan, but without any 
clear-cut standards for accomplishing that task, the originator and the investors in the loan may 

Id see all of our comments on the QM rule proposal, please sec 

http://wwvv.amencansecuritization.com/UDioadedFilcs/ASF Comnients on Ability to Repay OM Proposed Rule 7 22 il.pd 
f. 
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be subject to second-guessing. Second, ASF strongly recommends that the CFPB provide an 
actual safe harbor that provides the legal certainty for originators and loan investors that Dodd- 
Frank intended. An after-the-fact finding of non-compliance with the QM rule would result in 
substantial liability for investors and other assignees down the capital markets chain. Reasonable 
access to credit will depend upon the outcome of the QM, as liability concerns may prevent 
lenders from originating mortgage loans that fall outside the standard. 

D. Transparency and Disclosure 

/. Loan-Level Disclosure 

ASF has become the market leader in promoting transparency for private label RMBS 
securitizations. On July 15, 2009, ASF released final versions of the first two deliverables of 
Project RHSTART, a disclosure package of loan-level information to be provided by issuers 
prior to the sale of private-label RMBS transactions (the “ Disclosure Package ”j and a reporting 
package of loan-level information to be updated on a monthly basis by RMBS servicers 
throughout the life of an RMBS transaction (the “ Reporting Package ”~). Both of these packages 
increase and standardize critical data at issuance and throughout the life of a transaction, which 
will enable investors to better perform deal and loan-level analysis on the basis of the credit 
quality of the underlying mortgage loans. By increasing data and standardizing available 
information, institutional investors will be able to better distinguish pools of high quality loans 
from lesser quality pools. 

The release of the Disclosure and Reporting Packages was timely given the 
Administration’s proposals for regulating financial markets in the summer of 2009 and the 
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introduction of financial regulatory reform legislation later that year. The Dodd-Frank Act 
specifically calls for issuers of ABS to disclose “asset-level or loan-level data, if such data are 
necessary for investors to independently perform due diligence.” Not long before the passage of 
the Dodd-Frank Act, the SEC proposed Reg AB 11, rvhich includes loan-level RMBS disclosure 
and reporting proposals as originally contemplated and designed by Project RESTART. ASF has 
commented extensively both on Reg AB 11 and on the SEC’s re-proposals of certain of the 
provisions of Reg AB II issued this summer, and we generally concur with both the substance 
and fonnat of the SEC’s proposed rules regarding disclosure of asset-level information for 
RMBS transactions, although we have also proposed some specific modifications.^® 

a. ASFLINC 


In connection with the development of the Disclosure and Reporting Packages, ASF also 
created a unique loan identification number, known as tlie ASF LINC™, for securitization 
reporting purposes to facilitate the monitoring of assets from origination through the 
securitization process.®' ASF’s I.INC™ would serve as an effective model for the alphanumeric 
identification code for loans called for in Chairman Garrett’s bill. One of the problems in the 
securitization market has been the inconsistent fashion in which assets have been identified. In a 
typical mortgage securitization, the originator, primary servicer, master servicer and trustee 
could all assign different numbers to identify the loan on each particular system. Implementation 
of the ASF LINC™ remedies this problem by assigning numbers that will be standard across the 


For .VSF’s ! 72 page Reg AB II Broad Comment Letter, see 

httn://\vvvvv.americansecuriti7.ation.com/uploadedFilcs.-'ASFRegABnCommen(Lcttcr8.2.10.pdf . For ASF’s comment letter 
regarding the Reg AB H rc-proposals, see 

http://w\vw.amerieansecuritization.cornyuploadcdFi}cs/ASF Comment Letter on SEC Reg AB II Rc-Proposal 10-4-ll.pdf . 

To view a sample of the code and a graphical dqjiclion of its structure, sec 
hrtpi/Avmv.americansecurUization.com/uploadcdFilcs/ASF LlNC.udf . 
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entire industry, enabling market participants to track an asset throughout its life regardless of 
who holds legal title to or services it at any particular time. ASF also released an RMBS Bond- 
Level Reporting Package consisting of data fields that provide enhanced and standardized 
reporting of bond-level infomiation throughout the life of an RMBS transaction. 

Hi. Cooling-Off Period 

Chairman Garrett’s bill includes a provision requiring that preliminary prospectuses 
containing all material terms be filed five days before investors make an investment decision in 
ABS. This proposal is similar to a Reg AB II proposal by the SEC to require an a.sset-backed 
issuer using a shelf registration statement to file a preliminary prospectus containing 
substantially all required information at least five business days in advance of the first sale of 
securities. We appreciate Chairman Garrett’s and the SEC’s goal of providing investors with 
adequate information and time to make an investment decision. However, our issuer and 
investor members uniformly agree that a mandatory waiting period of five calendar or business 
days is appreciably too long, providing investors with considerably more time than is necessary 
to analyze most ABS transactions and exposing issuers and investors to market risk for a 
minimum, in the case of the SEC’s proposal, of an entire week (five business days effectively 
equates to seven calendar days), and longer in the case of waiting periods that include holidays. 

Most ABS are done as “shelf’ transactions that are part of a program of issuances by a 
securitizer that is well known to the marketplace, and are conducted by means of a prospectus 
prepared at the time of the issuance that supplements the information included in the prospectus 
filed as part of a shelf registration statement. For example, in the case of revolving asset master 
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trusts (such as credit cards), the prospectus filed as part of the registration statement typically 
includes detailed information concerning the legal structure of the program and transactions, the 
securitizer’s credit-granting or underwriting criteria and the composition and performance of the 
pooled assets, including historical and static pool information. In the case of amortizing asset 
pools (such as auto loans), while information regarding the transaction structure and specific 
assets comprising the asset pool is not known until the time of the issuance, the marketplace is 
typically familiar with the securitizer’s credit-granting or underwriting criteria as well as 
historical and static pool information relating to the securitizer’s managed portfolio and prior 
securitized pools. 

Thus, while it is the case that, for the most part, each ABS offering involves securities 
backed by different assets (obvious exceptions being revolving asset master trusts such as credit 
card master trusts), our issuer and investor members agree that a five calendar or business day 
waiting period is too long. Our investor members indicate that they have the staff and expertise 
to evaluate most ABS shelf transactions within two business days. In the more limited cases 
where a transaction or structure is unfamiliar or more complex, investors indicate that they can 
and do insist on more time before they make an investment decision. Conversely, in cases where 
a transaction or structure is very familiar, our investors agree that they need considerably less 
time before they make an investment decision. 

Moreover, our issuer and investor members agree that a mandatory minimum waiting 
period that is too long unnecessarily interferes with market mechanics, to the detriment of issuers 
and investors, by artificially delaying pricing and the formation of contracts of sale and exposing 
issuers and investors to the vagaries of market movements that may be adverse to one or the 
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other. For all of these reasons, our issuer and investor members agree that a two business-day 
waiting period would strike a more appropriate balance between the needs of investors and the 
interests of issuers than a five business day waiting period, and we have communicated this fact 
to the SEC in our broad Reg AB II comment letter.^^ However, we do not believe it is 
appropriate to include any particular time period in the proposed bill, as Congress may not be 
nimble enough to modify the time period should evidence arise that such period is too long or 
too short. Instead, we suggest leaving the exact length of the waiting period to the SEC, which is 
in a belter position than Congress, based on extensive market commentary, lo monitor and react 
to changes in the ABS market. 

iv. TRACE Dissemination 

ASF is also supportive of efforts to increase the transparency of structured finance 
products and markets, particularly through expanding the scope of Trade Reporting and 
Compliance Engine ('“ TRACE ”') reporting requirements. Therefore, ASF views favorably 
Chairman Garrett’s goal of disseminating transaction, volume, and pricing information of trades 
in ABS through TRACE, as outlined in Section 203 of his legislation. ASF has in the past 
provided detailed comment and recommendations for the implementation of a more 
comprehensive reporting regime for transactions using TRACE. We believe that 
improvements to the regulatory reporting of trades of securitized products to the Financial 


The SEC’s proposal would also have called for a five business day waiting period in the case of a material change in the 
information provided in the preliminary prospectus. In response lo that proposal, our issuer and investor members agreed that, if 
a mandatory minimum waiting period is to be imposed at all, a one business-day waiting period is more appropriate. I lowever, 
issuers suid investors also agree that even a emc business day waiting period is too rigid and may be unnecessarily long in many 
cases. 

For ASF’s November 18, 2009 comment letter to tfie SEC regarding TRACE reporting, see 

bttp://www.americansecuritization.com/uploadedFiles/ASF SIFMA ResoonscFinraTRACE ABS SR-FINR.A-2009-065 2009- 
H-i8.pdf . 
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Industry Regulatory Authority (“FINRA”) through TRACE can provide an opportunity for 
greater clarity with regard to the securitization market, a necessary component of the 
reestablishment of normal levels of credit availability. 

V. Conclusion 

The ASF has been a strong and vocal advocate for targeted securitization market reforms 
and we seek to continue to work constructively with policymakers to identify and implement 
them. We applaud the willingness of the Chairman to convene this hearing to continue to push 
forward the discussion of the future of the U.S. mortgage finance .system. We greatly appreciate 
the invitation to appear before this Subcommittee to share our views. I look forward to 
answering any questions the Subcommittee may have. 


Thank you. 
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INTRODUCTION 

Good Morning Chairman Garrett, Ranking Member Waters, and Members of the 
Subcommittee. My name is Marty Hughes, and I am the CEO of Redwood Trust, Inc., a publicly 
traded company listed on the New York Stock Exchange that invests in mortgage credit risk. I 
appreciate the opportunity to testify on the draft legislation entitled "The Private Mortgage 
Market Investment Act." 

OVERVIEW 

Mr. Chairman, I first want to commend you for introducing this legislation. You have obviously 
put a great deal of time and effort into understanding the structural problems of the secondary 
mortgage market, and have now drafted comprehensive legislation to address those problems. 
While the fact finding part of the legislative process will continue, it is very encouraging to see 
the drafting process get underway. 

There are two equally important impediments to the redevelopment of a robust private MBS 
market. The first is structural deficiencies in the mortgage securitization process that impede 
investor confidence, and the second is extensive government subsidies that crowd out the 
private sector. 

Before I move to the main part of my testimony, let me say something briefly about the 
overreach of government subsidies. While they may have been necessary at the peak of the 
market crisis, the subsidies can now be scaled back without dire consequences. This was 
proven when the GSE and FHA conforming loan limits were reduced on October 1. There was a 
smooth transition in the market to the new lower limits. All the warnings of borrowers getting 
shut out of the market or getting charged 300 basis points higher interest for a loan, have 
proven to be wrong. Borrowers above the new conforming loan limit are getting loans and the 
current spread over a conforming GSE mortgage has averaged less than half a percent. 

I understand that the Senate has recently adopted an amendment to an appropriations bill that 
would extend the higher loan limits yet again, even after they have already been reduced 
without dire consequence. I urge the Committee to reject that amendment. 

The legislation you have introduced, addresses many of the structural deficiencies in the 
housing finance process that caused problems and that continue at this time to deter investor 
confidence. This is very important. Without investor confidence and willingness to take on 
mortgage credit risk, there will not be a broad resurgence in the private MBS market, investors 
in a Ginnie Mae or a GSE mortgage security are not buying mortgage credit risk; they are buying 
US government credit risk. 


2 



118 


Redwood has managed to now issue three fully private MBS transactions through sound 
underwriting controls and structural enhancements that have gained the confidence of 
investors. However, the private market we have revived will remain very small without the 
kind of broader structural reforms contained in the legislation. 

THE PRIVATE MORTGAGE MARKET INVESTMENT ACT OF 2011 

I would now like to comment on a few of the specific provisions of the legislation and also to 
propose consideration of some additional provisions. 

Standard Mortgage Classifications 

The legislation directs the FHFA to establish classifications for mortgages securities having 
different degrees of credit risk, ranging from little to substantial. The FHFA will also establish 
criteria for each classification, and develop standard form securitization agreements. The 
legislation would not prohibit nonstandard mortgage products - they would just be subject to a 
different regulatory regime. This construct is generally workable and the effort to build more 
standardization into the mortgage process is the right objective. 

Second Liens 

The legislation addresses issues regarding second liens in three ways, by permitting a servicer of 
a first lien loan to charge additional fees if a second results in a CLTV of 80% or more, by 
requiring notice to the servicer of the first if a second is put in place, and also in the context of 
servicer conflicts. While these proposed provisions go a long way toward addressing the 
second lien issue, we propose that consideration be given to addressing this issue more broadly 
as well. 

A lender who makes a first lien residential mortgage loan considers the credit quality of the 
borrower, the value of the property that serves as collateral, and the relationship between the 
size of the loan and the property value, the LTV ratio. 

The credit quality analysis includes a determination of whether the borrower will be willing to 
make the required mortgage payments, a determination that takes into account the borrower's 
equity in the property. The more equity that the borrower has in the property, the less likely 
that the borrower will default on the mortgage payment obligation. 

In the event that a lender makes an 80% LTV loan, and the borrower subsequently takes out a 
second, the credit quality of the first will have deteriorated. The LTV will have increased and 
the borrower's equity in the property will have decreased. In addition, the borrower's debt 
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burden will have increased. All in all, the borrower will have, less incentive to avoid default and 
will be more likely to default. 

Investors in RMBS backed by newly originated firsts will have the same experience as the 
lender. When investors invest in RMBS backed by a pool of 80% firsts, they do not want to find 
that defaults exceed expectations because subsequently originated seconds have resulted in 
CLTVs of 90% or more. 

In many forms of secured lending, it is common for a borrower to be required to get the 
consent of first lien holders in order to be permitted to incur additional debt. This feature 
could be imported into residential mortgage finance by contractually requiring that a borrower 
obtain the consent of the first lien holder (which is the RMBS trustee where the loan has been 
securitized) before taking on a second if the CLTV would exceed a specified threshold. 

If the borrower nevertheless took on the second without the consent of the first lien holder, 
the first lien holder should be permitted to declare the loan immediately due and payable 
(often referred to as a "due-on-sale clause"). This solution would require Congressional 
consent to amend the Garn-St. Germain Depository Institutions Act of 1982 which currently 
prohibits the exercise of due-on-sale clauses triggered by the creation of a subordinate lien. 

Identification of Representation and Warranty Breaches 

The proposed legislation addresses the issue of rep and warranty breaches by contemplating a 
process for mandatory arbitration in the event of a disagreement between investors and issuers 
on whether there was a breach obligating an originator or securitization sponsor to repurchase 
a loan or to indemnify a loss 

The proposed legislation also contemplates appointment of an independent third party by a 
majority of the investors to, among other things, inform the trustee of any securitization 
agreement breaches. We agree that the designation of someone to identify breaches is 
essential in order for the mandatory arbitration provision to have its intended impact. 


Redwood has in our three recent securitizations pioneered the use of mandatory arbitration to 
resolve disputes on securitization rep and warranty put back claims and we have also 
designated a party in our securitizations to identify breaches and to make claims. Namely, the 
party who owns the first loss pieces (that is the party who will bear the loss first if the claim is 
denied) has the right to determine what actions to pursue. And, if the AAA investors disagree 
with a decision not to pursue a claim, those investors can, through a vote, compel the master 
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servicer or trustee to pursue the claim. We believe that the interests of all parties to a 
securitization are best served if the party with the greatest incentive to investigate claims is the 
party designated to do so rather than an independent third party. On the one hand, an 
independent third party would have no skin in the game and therefore no incentive to 
aggressively identify and pursue claims. On the other hand, in order to avoid second guessing, 
an independent third party might make claims excessively, in respect of every delinquency, 
resulting in excessive costs to the trust. 

We recognize the importance of this issue and we would be happy to discuss the details of our 
structure and our concerns with you in more detail. 

Investor Enforcement Mechanism 

Many of the most important actions that can be taken in a securitization require the consent or 
direction of all or a specified portion of the transaction's investors. For example, many 
proposed amendments to the transaction documents require the approval of a majority of 
investors while other amendments require the approval of all investors. In addition, investors 
often have the power to remove transaction parties upon the occurrence of specified events, 
such as the failure to remit a payment within the specified period, the bankruptcy or insolvency 
of the party or the material failure to observe a covenant. 

It is often the case that no single investor holds a large enough portion of the certificates to 
independently meet the threshold that is required to take particular actions. In these 
situations, multiple investors would be required to coordinate their efforts in order to direct or 
consent to a proposed action. However, many investors hold their interests indirectly in the 
form of beneficial interests in securities in which the holder of record is a clearing agency (such 
as The Depository Trust Company or its nominee). Neither the transaction parties nor the 
investors are able to efficiently discover the identity of any investor holding such a beneficial 
interest through a clearing agency. As a result, situations may arise where multiple investors 
want to take an action and would, taken together, meet the threshold but are unable to move 
forward due to an inability to communicate with each other. 

In order to address this issue, a centralized clearing-house for bond registry or other 
mechanism should be created which would facilitate the ability of investors to communicate 
with each other. 
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Some private companies have attempted to create a limited bond registry by inviting investors 
to volunteer information about their holdings/ However, this approach is limited as holders 
may not be aware of these companies and the registry would only become useful if a large 
number of holders supply their information. 

The SEC recently re-proposed certain rules, often referred to as "Regulation AB H", which 
contained, among other things, a proposal to facilitate investor communication. Under this 
proposal, periodic Form 10-D filings would be required to include any request from an investor 
to communicate with other investors for the purpose of exercising investor rights. As currently 
proposed, this rule would only apply to shelf-eligible transactions and not other registered 
transactions or private placements. 

We propose that mechanics to facilitate investor communications would make securitizations 
more attractive to investors and we propose that the legislation be broadened to address this 
issue. 

Servicer Conflicts and Servicer Performance 

A servicer plays a significant role in the overall performance of a securitization. Investors 
generally expect a servicer to act in the best interests of the trust as a whole. However, 
circumstances may exist which may give rise to potential conflicts of interest which raise a 
question as to whether the servicer is acting in a manner contrary to the interests of the trust 
and investors. 

In addition, although a servicer is engaged to service mortgage loans in a securitization pool for 
the benefit of the investors, the investors typically have a limited ability to directly influence the 
activities of the servicer. One reason for this is that there are few objective standards by which 
a servicer's performance may be measured. 

Conflicts 

The proposed legislation addresses servicer conflicts by prohibiting a servicer from servicing a 
first mortgage if it has an interest in a second lien secured by the same property. Other 
conflicts, or appearances of conflicts, that may merit focus is when a servicer or a servicer's 
affiliate owns classes of bonds in a securitization, which gives rise to the concern that servicer 
actions will favor one class over another . 


^ For example, Talcott Franklin, a Dallas-based attorney, created a clearing house by inviting investors to submit 
information under the attorney-client privilege about their holdings for inclusion in a database which would then 
be used to facilitate collective action with other investors in the same securitization. The clearing house website 
can be found at http://web.me.e0m/Jennifertfranklin/T3lc0tt_Frankiin__P.C./Clearing_H0use.htmi. 
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Surveillance 

Even when there are no conflicts, in order to assure investors that the servicer is fulfilling its 
responsibilities, standards should be developed to govern when a trustee must investigate the 
servicer's performance. For example, a trustee could be required to examine situations where 
there have been excessive loss severities, high levels of modification activity, early payment 
defaults, and excessive foreclosure delays. 

In addition, standards could be developed for appointment of a third-party credit risk manager 
to conduct ongoing surveillance of servicing activities and to report its findings to the trustee 
and the investors on a regular basis. 

Servicer Performance Triggers 

To give investors a measure of control over the servicer, servicer performance triggers could be 
established based on industry best practices benchmarks. The triggers could relate to, among 
other things, average loss severity, adherence to foreclosure timelines, and average REO 
liquidation timelines. Hearings should be held with industry participants in order to help create 
these benchmarks and the benchmarks should be reviewed on a periodic basis. 

Presumably, a securitization in which a servicer is under-performing would have many 
borrowers in various stages of delinquency and default. In these cases, it can be extremely 
detrimental to a borrower to transfer servicing in the middle of a loss mitigation process. Many 
of the problems we see today - misplaced documents, starting and stopping of foreclosure, and 
inconsistency of help would be exacerbated by transferring the borrower to a new servicer. 

Instead of requiring the termination of the servicer, all servicers should have a plan in place 
with a specialty servicer for taking over the servicing of the loans. This plan should include 
compatible servicing systems, systematic note taking and consistent mailing addresses, emails 
and fax numbers for borrowers to use. If a servicer's performance is measurably below the 
benchmarks, this specialty servicer would step-in and take over the servicing at no additional 
cost to the trust. 

Many traditional RMBS securitizations provided for the possibility of removal of the servicer 
upon the occurrence of an "event of default" such as a material failure by the servicer to 
observe a covenant. However, because many events of default were formulated with general 
language rather than by reference to specific and clear triggers, the question of whether an 
event of default occurred could be subject to dispute. Also, removal of the servicer following 
an event of default often required the direction by a threshold level of investors, thereby 
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introducing issues regarding impediments to investor coordination. By using clear triggers and 
an efficient mechanism to avoid disruption to a borrower and to put a specialty servicer in place 
once a trigger is hit (at no additional cost to the trust), investors would have greater comfort in 
the servicer's ability to minimize losses. 

CONCLUSION 

I encourage you to move aggressively with enactment of this very important legislation during 
this Congress and not let it get sidetracked with more complicated issues, such as GSE reform. 
This legislation, along with regulatory plans to "level the playing field", could spur a broad 
resurgence of the private MBS market in the short-term, for the benefit of homeowners, 
lenders, and investors. In fact, I expect you will find that the velocity gained in the private MBS 
market as a result of this legislation will likely broaden your policy options for a final long-term 
resolution of the GSEs, and what, if anything, replaces them. 

Thank you for inviting me to testify and I look forward to answering any questions. 
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Good morning Chairman Garrett, Ranking Member Waters, and members of the subcommittee. I 
am Janneke Ratcliffe, a Senior Research Fellow at the Center for American Progress Action 
Fund and the executive director for the Center for Community Capital at the University of North 
Carolina at Chapel Hill. 

Thank you for the opportunity to testify today about the draft Private Mortgage Market 
Investment Act, which addresses a number of the important challenges that must be overcome to 
restore a well-functioning system of housing finance in America. 1 am honored to speak as a 
member of the Mortgage Finance Working Group, a group of mortgage finance experts 
convened by CAP who have authored a plan for responsible mortgage finance reform. Though I 
will summarize many aspects of that proposal in this testimony, I speak only for myself in any 
views expressed here today. I also offer my thanks to CAP’S John Griffith for his assistance in 
preparing this testimony. 

I will speak today about the discussion draft and how the regulatory framework it offers might fit 
in the broader mortgage finance system. The Mortgage Finance Working Group proposal, like 
most others, aims to have private capital at-risk play a much greater role in the market than it is 
playing today. In order for that to happen, investor confidence in non-guaranteed securities must 
be restored, and the bill lays out several steps that will be helpful to that objective. 

Most importantly, this bill recognizes that the federal government is critical to a well-functioning 
mortgage market— even a purely private one— for both writing the rulebook and refereeing when 
the game begins. If implemented a decade ago, many of these thoughtful oversight measures 
likely would have staved off the bubble and bust of the mid 2000s and resulting financial crisis. 
I’m pleased to see the regulation of private mortgage-backed securities finally gamering the 
congressional attention it deserves. 

While I applaud many of the solutions identified in this bill, other provisions raise questions that 
merit further analysis and modification. I’ll also identify some significant concerns and 
limitations of the draft bill. 

Specifically, I will discuss the following: 

• Congress should focus on incremental steps for bringing back private investor confidence 
so the government sponsored enterprises, or GSEs, can stop serving borrowers and 
market segments that don't need them. But some government role in ensuring liquidity 
and access remains critical for the majority of the $1 1 trillion mortgage market. It would 
be unwise to pull the rug out from under the market by scaling back this support too 
quickly. 

• Standardization of products, terms, and conditions is absolutely critical, but there are 
serious dangers to relying too heavily on borrower-based risk assessments and ignoring 
other loan features and delivery channels that are proven risk indicators. Borrower-related 
risk criteria are not always reliable determinants of default, and the last thing we want is 
to repeat the mistake of consigning borrowers with fewer resources to higher risk, higher- 
cost products. 
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• Consumer protections, transparency requirements, and loan-level disclosures are 
welcomed changes to the private-label securities, or PLS, market. But they could 
potentially have a negative impact on the “to be announced,” or TBA market, making this 
regime a useful complement but not a viable substitute for the conforming loan market, 

• Certain provisions of the draft bill are problematic and ought to be reconsidered, 
including the proposals to strike the risk retention requirements, ban principal reduction 
initiatives across the government, and change qualifying mortgage rules. 

• Some fundamental questions need to be addressed, including issues surrounding choosing 
the best regulator to fulfill the mandate and how this bill fits in with other GSE reform 
proposals currently before this subcommittee. 

• Other critical next steps toward a more responsible system of U.S. housing finance. 

The Private Mortgage Market Investment Act outlines many aspects of a robust regulatory 
framework. But in my view, these rules simply cannot be the government’s only role in the 
mortgage market. In addition to a capable and empowered regulator, the market depends on a 
limited, explicit government guarantee to ensure liquidity, affordability, and equitable access for 
borrowers. I will discuss how we can achieve this later in this testimony. 

Even if my colleagues on this panel and I disagree about the end goals of GSE reform, or what 
future role the federal government should have in the housing market, most of us can agree that 
government’s role in the market needs to be reduced and private at-risk capital needs to play a 
far greater role. And many preliminary steps toward just about any new housing finance system 
are the same, as recently pointed out by former Treasury Assistant Secretary for Economic 
Policy Phillip Swagel.' These steps include setting new rules for the PLS market, setting an 
explicit price for any government guarantee, and narrowing the scope of mortgages eligible for 
government insurance. 

Standardization is key, but must be done carefully 

My colleagues and I seem to agree that standardization and transparency are necessary to give 
investors the confidence to begin investing in private mortgage-backed securities again. 
Establishing clear and reasonable regulations for the PLS market is a vital step forward. 

Four years after the housing crisis began, investors are still slow to re-enter the PLS market. And 
for good reason: Years of excessive risk-taking and under-regulated lending as the housing 
bubble grew have shattered investor confidence in the private securities market. 

In recent testimony before this subcommittee, the Association of Mortgage Investors identified 
several problems hindering private mortgage securitization today. These included a lack of 
standardization and uniformity, a “thorough lack of transparency,” conflicts of interest, and 
“antiquated, defective, and improper” mortgage servicing. ^ These are rare instances in which 
both investors and homeowners agree that market reform is necessary. 
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As the GSEs take tentative steps toward pulling back their role. Congress must take meaningful 
strides toward restoring confidence on the private side by laying out clear rules for the game, 
which seems to be the primary focus of the Private Mortgage Market Investment Act. 

1 applaud the authors for making standardization and transparency a cornerstone of this bill. It 
tasks the Federal Housing Finance Agency with developing a standard model for securitization 
agreements, including explicit standards for pooling and servicing, purchase and sale, 
representations and warrantees, and indemnifications and remedies, based largely on models 
established by Fannie Mae and Freddie Mac. If done well, this will provide the clarity and 
protections necessary for investors to re-enter the market, one of the government’s most 
important roles in the secondary mortgage market. 

The bill tasks FHFA with prescribing broad risk classifications for mortgages, with the laudable 
goal of enabling a TBA market in which most agency mortgage-backed securities, or MBS, are 
sold today. Through this market, sellers agree to a future sale price but do not specify exactly 
which loans will be delivered to the buyer until a few days before the settlement date. Many 
market reform proposals, including our own, recognize the importance of maintaining this 
efficient forward market, which reduces costs and enables borrowers to know what rate they will 
be paying well before they get to the closing table. 

The agency TBA market works because of homogeneity and scale. That homogeneity stems 
from several factors, including guaranteed cash flows of principal and interest, standardized 
underwriting and securitization practices, the fact that there are only two issuers, and the 
simplicity of the securities.^ Many— but not all— of these factors can be replicated in the private 
market through the measures outlined in the bill. 

One outstanding question is whether the classifications of loans proposed in the bill— as well as 
the inclusion of multiple private issuers into the market— will work against the liquidity and 
efficiency of the TBA market. Further, while investor transparency is critical, we must recognize 
that there is a trade-off between granularity of information and TBA market efficiency. These 
concerns would be exacerbated in a purely private market segment where MBS carry no federal 
guarantee. This example underscores a critical point — that we must move incrementally and that 
this bill does not offer a viable replacement for the GSEs. 

Nonetheless, 1 agree it is time to get moving, test an approach such as this, and start building a 
new private mortgage market that is efficient and sustainable. 

Classifying loans by product characteristics— also known a loan payment terms— is essential for 
evaluating both cash flows and credit risk, and should be moved front and center in the process 
of establishing risk classifications. Moreover, delivery channel is not mentioned but should be 
included in the top factors considered. 


Research has confirmed that product and channel characteristics in and of themselves contribute 
to risk. Our research at UNC finds that prepayment penalties, adjustable interest rates, balloon 
payments, and broker origination substantially increase the likelihood of default even when 
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controlling for borrower characteristics like credit score and loan-to- value ratio.'' In fact, 
subprime loans were three to five times more likely to default than loans to comparable 
borrowers originated under a community reinvestment program.^ 

Research from the Federal Reserve Bank of San Francisco further supports the importance of 
loan characteristics, which found that higher-priced loans tripled the likelihood of foreclosure 
after controlling for borrower characteristics.” I particularly commend the proposal for 
demarking the 30-year fixed-rate mortgage category, which has been demonstrated to be a more 
sustainable mortgage and has been the building block for middle-class economic security in this 
country since its introduction in the 1930s. 

However, the consideration of borrower-based criteria - debt-to-income ratio, loan-to- value ratio, 
and credit history - is problematic. The provisions in the bill on borrower-based risk criteria 
potentially raise many of the same problems as the regulators’ proposed definition of so-called 
quality residential mortgages, or QRM, under the Dodd-Frank Act, which exempt certain loans 
from risk retention requirements. Namely, borrower-based underwriting rules risk excluding 
many creditworthy borrowers, or at least consigning them to high-cost loans. 

Along those lines, I have specific concerns about each of the proposed cutoffs for borrower- 
based risk: 

Debt-to-income ratio. Intuitively, the ratio of debt payments-to-income, or DTI, would 
seem a good predictor of default risk; in practice, the ratio has been unreliable. The poor 
predictive power of DTI is because of several factors, including the fact that it is hard to 
arrive at a standard calculation, and it is highly variable over time even though cutoffs 
fall within a narrow range. DTI is neither precise, accurate, nor constant. Yet, in the risk 
retention NPR, FHFA notes that DTI ratios are the most restrictive factor within the 
proposed QRM definition.’ 

• Credit history. Following the example of the risk retention NPR, credit history thresholds 
should not be based on proprietary black-box scoring models, and should encourage 
lenders to review the actual credit history of borrowers. However, I am not aware of any 
evidence to support the proposed rigid single 60-day late exclusion. FICO finds that 
certain borrowers with credit scores in the 500 range would satisfy the standard, while 
others with scores over 800 would not. In fact, FICO estimates that 7.65 million 
consumers with FICO scores above 690 who got loans between 2005 and 2008 would 
have failed to meet the QRM credit history criteria.* Further, setting such a bar imposes 
disparate disadvantages on demographic groups, such as African Americans and Latinos, 
individuals younger than age 30, and recent immigrants. 

• Loan-to-value ratio. The correlation between loan-to-value ratio and default is clearer 
than for debt-to-income. At the very least, higher equity provides a cushion so that when 
a borrower encounters an adverse event like income loss, the borrower can sell the home 
for at least enough to pay the mortgage and selling expenses, rather than default. 
However, there is ample evidence that high LTV lending can be done safely. And that’s 
good news, because requiring borrowers to make 20 percent down payments would 
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effectively shut down the housing market, at a time when 65 percent of borrowers put 
down less than 20 percent.^ One such example is in the mortgage insurance sector, 
mentioned in bill as a factor the regulator should consider in creating loan classifications. 
There is evidence that loans with mortgage insurance had lower default rates and higher 
cure rates than low down-payment loans with purchase money seconds, even after 
controlling for a long list of risk factors.'® " Moreover, mortgage insurers’ 
countercyclical capital requirements encourage stockpiling of reserves in stronger 
markets to pay claims under weaker economic conditions.’^ 

Despite the rhetoric of some, there are several examples of sustainable high LTV lending 
models. Here are a couple: 

• Self-Help’s Community Advantage Program: Since launching in 1998 by Self-Help in 
partnership with Fannie Mae and the Ford Foundation, this program has funded nearly 

50.000 mortgages nationwide. The UNC Center for Community Capital has been 
studying this portfolio for nearly a decade.'^ The risk profile of these mortgages looks 
daunting, especially by today’s standards: 39 percent had a credit score at origination of 
660 or less and 80 percent of the borrowers put down less than 10 percent, including 69 
percent who put down less than 5 percent. Yet to date, just 5.5 percent of the loans have 
ended in foreclosure for Self-Help, who retained recourse on the mortgages. Meanwhile, 
the median CAP owner has accumulated more than $ 1 6,800 in equity from origination 
through the first quarter of 201 1. 

• Massachusetts Housing Partnership ’s SoftSecond Program: Massachusetts Housing 
Partnership has operated the SoftSecond Loan Program since 1990, financing over 

15.000 home purchases, typically at 97 percent LTV, The program targets households 
earning less than 60 percent of area median income. Yet, as delinquencies peaked in the 
summer of 2010, the SoftSecond program had a foreclosure rate of just 1 percent. For 
comparison, the foreclosure rate for prime loans in Massachusetts was 2.1 percent, and 
for subprime loans it was 13.6 percent. 

Furthermore, soft second liens and other forms of bona fide down payment assistance should be 
favored - and certainly not penalized - by the propo.sed restrictions on second liens. These 
flexible loans can ensure successful homeownership experiences by preserving the liquidity of 
household financial assets, which is especially important for lower-income households in 
covering unexpected expenses that sometimes arise. A recent survey by the Center for 
Community Capital of 1 1 7 housing counselors nationwide found that 54 percent were seeing 
frequent use of soft second mortgages or down payment assistance programs. These programs 
are important in today’s fragile market 

Borrower-related criteria for determining risk classifications are not always reliable determinants 
of defaults. But driving certain borrowers to costlier channels can increase the risk of default of 
those borrowers, simply by virtue of the loan terms and conditions. The last thing we want to do 
is repeat the mistake of consigning borrowers with fewer resources to higher risk, higher-cost 
products - or as former Federal Reserve Board Governor Ned Gramlich once put it, continuing a 
trend where “the most risky loan products [are] sold to the least sophisticated borrowers.”’^ 
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Though it is unclear at this early stage how the categories will be set, it is clear that it will be a 
challenge to get right. There is real risk that the outcome duplicates or even worsens the 
problems raised by the QRM proposal, which have driven so much of the critique of the 
regulators’ proposed risk-retention rule. 

The goal of mortgage market reform should not be to partition the market and make some 
segments more expensive - and thus riskier - than others, but to ensure its sustainability in its 
entirety. That requires ensuring that sustainable loan products are the preferred option for 
creditworthy but less well-resourced borrowers, and proceeding with caution in creating 
multitrack markets. It also underscores why it is essential to approach reform incrementally and 
maintain the government support that’s necessary to make the market work. 

New consumer protections and transparency requirements are welcomed changes 

While the bill does not directly address consumer protections, it does take steps to better serve 
investors, especially regarding servicer issues. Most servicing today is done within large 
financial holding companies, many of which have affiliates who hold second liens in the form of 
home equity loans and other products. This often leads to a compelling conflict of interest in 
which servicers of a mortgage also own the second lien— an arrangement in which consumers 
historically come third behind investors and servicers. 

The bill establishes important consumer protections by prohibiting servicers from owning a 
second lien when they are servicing the first lien of the same mortgage. This will help restore 
consumer confidence in the PLS market by ensuring that servicers’ other interests are not put 
before their duty to minimize investor losses.'* 

One notable question, however, is how the provisions on ex-post second liens will be 
implemented. I urge this subcommittee not to constrain the legitimate use of accumulated 
housing wealth for such purposes as paying for college education, forming a small business, or 
meeting major unplanned needs. 

Moreover, as I previously noted, such provisions should favor the use of legitimate down 
payment assistance and soft-second mechanisms. 

Another boost to consumer confidence comes from the bill’s enhanced transparency and loan- 
level disclosure requirements. For too long investors in the PLS market were kept in the dark 
about the risks they were taking. Reliable information on product pricing and loan-level risk will 
force all market participants to do their business in the light of day, and help FHFA and other 
regulators mitigate fraud and abuse. 

More granular loan-level information and standardization is critical to the re-emergence of a 
competitive and efficient private mortgage-backed securities market. The American 
Securitization Forum recognizes this in its Project on Residential Securitization Transparency 
and Reporting Restart, launched in July 2008, calling for loan level reporting of some 160 data 
points on each loan as well as new standards for bond-level reporting. ’’ 
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To be sure, even with loan level data, product standardization, and correcting servicer/second- 
lien-holder conflicts, investors will still be exposed to principal-agent problems and other 
conflicts of interest.'* Originators and issuers will still have access to greater information than 
investors can observe. Among the problems that will not be solved by provision of data is 
adverse selection— where originators/issuers may choose a different execution for loans they 
know to be of different risks. Moreover, detailed information does not assure that the right 
conclusions will be reached and the right decisions made. Weaknesses in the ratings process of 
the credit rating agencies and the fact that investors and insurers misapplied sophisticated 
financial models ™ are well documented. 

Despite these imperfections and unintended consequences, greater transparency in the PLS 
market is still a noble goal for Congress to pursue. And 1 believe the bill’s current language is a 
helpful starting point to discuss how to strike the necessary balance of market efficiency and 
consumer protection. 

However, investor transparency is not a perfect substitute for risk retention, which brings me to a 
concern. 

Instead of repealing risk retention requirements, adapt a broad QRM standard 

The bill would effectively strike down Section 941 of the Dodd-Frank Act by prohibiting the 
Office of the Comptroller of the Currency, the Federal Reserve, Consumer Financial Protection 
Bureau, the Federal Deposit Insurance Corporation, and the Security and Exchange Commission 
from issuing any rule or regulation to require risk retention. This provision ratchets back more 
than a year of progress in bringing greater accountability to the mortgage market. 

As mentioned above, the bill gives the regulator authority to develop representation and 
warrantee standards and remedies; I urge that these be meaningful and actionable, so that they do 
result in real accountability. Yet there can be no greater accountability than for agents to have a 
financial stake in the success of the loan. Even small amounts of risk retention can align the 
economic interests of borrowers and investors with the agents in between them while building 
some flexibility into the system. 

But risk retention is a complex tool with a high potential for unintended consequences, as 
demonstrated by recent challenges faced while implementing Dodd-Frank over the past year. In 
commenting on the notice of proposed rulemaking implementing Dodd-Frank’ s risk-retention 
requirements, I urge regulators to reconsider applying risk factors that would greatly and 
disparately limit market access. Regulators should enact a broad definition of QRM. 

Given the fragility of the current market, a broad QRM has the potential to restore access to 
credit more equitably, support broader homeownership and help the private market recover, 
without compromising systemic safety and soundness. 

A key rationale for a broad QRM definition is that the future landscape of the mortgage market 
will be much less risky than the practices that prevailed in the mid-2000s. Any policy based on 
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recent historic defaults should take into account the complementary regulations that will 
constrain the abusive lending that capsized the market. To name a few, the Federal Reserve used 
its authority to ban yield spread premiums based on selling higher-rate loans, and other forms of 
“steering” consumers into loans not in their best interests. The SEC recently proposed new rules 
to increase transparency and standardize credit analysis at rating agencies.^' Dodd-Frank will 
bring greater regulation, standardization, and transparency to derivatives.^ The Consumer 
Financial Protection Bureau will provide ongoing oversight of consumer financial products. And 
Section 1411 of Dodd-Frank creates a new minimum ability to repay standard for all mortgages. 

Importantly, a broad QRM .standard will go quite .some ways toward addressing other concerns 
raised about the risk-retention proposed rule,^^ simply by greatly reducing the universe of non- 
QRM loans. 

The Dodd-Frank Act is critical to moving toward a stable, fair, and responsible secondary 
mortgage market. The act identifies several key steps to safety and soundness and avoiding a 
similar debacle in the future. Those provisions should be preserved as is, and regulators should 
continue to translate the legislative text into reasonable and unambiguous rules. 

Other provisions that should be reconsidered 

The bill oversteps its intended goal of “ensuring the rule of law” by prohibiting any federal 
department or agency from requiring principal reduction for any securitized mortgage loan. With 
about 1 1 million properties currently underwater, roughly 22 percent of all U.S. homes, housing 
debt is one of the biggest drags on demand for goods and services in our economy.^'' Families 
that are underwater on mortgages are digging their way out of debt, not spending in stores. And 
the more low- and moderate-income families spend on housing, the less they spend on clothes, 
food, and other consumer goods, making businesses leery of investment. 

To date, the number of principal reduction modifications has been miniscule. Large-scale 
principal reduction may be politically controversial, but it has enormous potential for stabilizing 
the leaden housing market and spurring broader economic growth. It is also well within the 
current regulatory powers of FHFA as the conservator of Fannie Mae and Freddie Mac. That’s 
why many industry experts and prominent academics have called for some sort of principal 
reduction strategy, including current Chairman of the Federal Reserve Ben Bemanke,^^ former 
Fed Vice Chairman Alan Blinder,^'’ and former Chairman of President Reagan’s Council of 
Economic Advisers Martin Feldstein.^’ 

To be sure, there are legitimate concerns with any principal reduction initiative, and such a 
program would have to be carefully crafted to limit potential losses to investors and taxpayers 
and manage moral hazard. But it would be unwise for Congress to prohibit any such program 
from seeing the light of day. 

There’s also a critical question of whether this prohibition applies just to new mortgage loans or 
to all existing loans, and whether it includes Judicial modifications, which are currently allowed. 
The latter is especially relevant today, as principal write-downs are likely to be a key component 
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of upcoming settlements between state attorneys general and mortgage servicers accused of 
faulty foreclosure practices.^* 

Another concern is the proposed changes to the Qualified Mortgage, which strike the rebuttable 
presumption approach in favor of the safe harbor approach. Regrettably, the events leading to the 
mortgage crisis made it necessary for Congress to mandate that lenders verify ability to repay 
when extending mortgage credit. 

To avoid a repeat, it is in the best interest of borrowers and investors alike that the markets have 
accountability, which is better achieved through a rebuttable presumption with reasonable 
remedies, rather than through the immunity provided by a safe harbor. This is particularly true 
because the proposed safe-harbor approach does not even require lenders to consider such tried 
and true factors as employment status, debt levels, debt to income, and credit history. Under the 
rebuttable presumption, however, the lender still has the responsibility checking what is readily 
knowable, and proving they did so. With appropriate regulatory guidance, it need not be unduly 
burdensome to require lenders to make certain checks and to be accountable to investors for 
doing so. 

I have significant concerns over any provision that would give blanket immunity given the 
lessons learned and the need to restore market confidence. It also seems to remove the CFBP 
jurisdiction to adjust QM rules, which should be reconsidered. A rebuttable presumption would 
signal to investors and consumers alike that this mortgage has been properly designed and 
underwritten; a safe harbor would not, thus defeating the purpose of the QM. 

Unanswered questions 

There are some provisions in the bill that need to be fleshed out before we can assess the possible 
impact on investors, borrowers, or the broader mortgage market. The draft only just became 
available, so we have not had a chance to complete a full assessment, but I raise these issues 
requiring further inquiry and discussion. 

First, is the Federal Housing Finance Agency the best institution to head such a robust regulatory 
agenda, and what are the implications of reducing the role of the SEC and other agencies? To be 
sure, FHFA has dutifully fulfilled its mandate as regulator and conservator of Fannie Mae and 
Freddie Mac since 2008. But I see little evidence that the agency has the expertise or resources 
necessary to assess risk and loan quality for the notoriously complicated PLS market, which is 
almost certain to grow in the coming years. 

Since the passage of the Dodd-Frank Act, the Security and Exchange Commission has made 
substantial changes to its regulatory framework for residential asset-backed securities. For 
example, the agency has proposed rules to prohibit conflicts of interest between securitizers and 
investors, beefed up disclosure requirements for issuers, and adopted new rules around 
representations and warranties.^^ Admittedly, FHFA is likely better suited to sort out the 
technical issues in the mortgage-backed security market, and well positioned to prevent the 
private-label market from destabilizing the other sectors as it did in 2007. But it would be a 
shame to see all this progress unwound as a result of this legislation. 
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Regardless of which agency is deemed suitable to regulate the PLS market, I urge Congress to 
incorporate the advancements made since enactment of Dodd-Frank, and to equip the agency 
with the resources, personnel, and systems necessary to carry out such a daunting and critical 
mandate. Moreover, Congress should not overlook the question of how to adequately fund the 
regulator to carry out this work. 

Second, the bill mentions nothing about the multifamily mortgage market. It is projected that the 
shortage in affordable rental housing is only going to be exacerbated in the wake of the 
foreclosure crisis. Over the next 30 years, we may need to add more than 40 million new housing 
units of all types to meet the demand. We cannot get on track without a strong rental housing 
finance system. If this bill were to be enacted, how would the multifamily market continue to 
operate, particularly if the GSEs are wound down? 

Finally, it’s unclear to me how the authors intend this bill to fit into other proposals for GSE 
reform currently under consideration in the subcommittee. The House majority has drafted 1 5 
bills to wind down different aspects of Fannie Mae and Freddie Mac’s current business, and 
industry experts and notable academics have proposed a bevy of other policy alternatives. Is this 
bill intended to work in tandem with these other bills? Or is it simply intended to replace the 
current GSE model, leaving the federal government with only a regulatory role in the mortgage 
market? The language in the bill does not explicitly say. 

If this is indeed intended to replace the GSE model, there appear to be many gaps in the 
regulatory coverage, which I address in more detail below. 

Next steps toward a more responsible market for housing finance 

As mentioned above, with some substantial changes this bill marks an important first step toward 
broader GSE reform. But it cannot be the only step. While standardization and transparency are 
essential to a well-functioning U.S. mortgage market, they are not enough. Our Mortgage 
Finance Working Group proposal is built on five key principles; liquidity, stability, standards 
and transparency, affordability, and consumer protection. 

Any new system of mortgage finance must be based on lessons learned in the past. History has 
shown us that a housing finance system left to private markets will be subject to a level of 
volatility that is not systemically tolerable, given the importance of housing to the economy and 
to the American family. 

The past decade exposed serious flaws in our housing finance architecture.^® The availability of 
mortgages was wildly cyclical, resulting in excessive mortgage credit during the housing boom, 
followed by a nearly complete withdrawal of credit when the bubble burst. The risk of many of 
the mortgages originated during the housing bubble was underpriced. At the same time, these 
mortgages were not sustainable for consumers, as low teaser rates and opaque terms masked 
their high overall cost. 

The housing bubble was driven by the development of a “shadow banking system” in which 
mortgage lending and securitization was largely unregulated and certainly undisciplined. In time. 
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this system drew in the quasi-governmental entities Fannie Mae and Freddie Mac who increased 
their own overall risk during the “race to the bottom” that implicated almost all mortgage lenders 
during the 2000s. In particular, as Fannie Mae and Freddie Mac lost market share to private 
mortgage-backed securities issuers who were underpricing risk, the two mortgage finance giants 
lowered their own underwriting standards and increased their leverage in an attempt to compete. 
The result: Taxpayers were left exposed to major losses. The new system must be designed to 
avoid the same pitfalls in the future. 

Five principles of a new system of U.S. housing finance 

First, there must be broad and constant liquidity. The new system needs to provide investors the 
confidence to deliver a reliable supply of capital to ensure access to mortgage credit for both 
rental and homeownership options, every day and in every community, during all kinds of 
different economic conditions, through large and small lenders alike. 

Broad and constant liquidity also requires effective intermediation between borrower demands 
for long-term, inherently illiquid mortgages and investor demands for short-term, liquid 
investments. The capital markets have therefore come to play an essential role in mortgage 
finance. But as the past decade so stunningly demonstrated, left to their own devices, capital 
markets provide highly inconsistent mortgage liquidity, offering too much credit sometimes and 
no credit at other times with devastating effects on the entire economy. 

Second, any new system must foster financial stability. Stability is achieved by reining in 
excessive risk-taking and promoting reasonable products and sufficient capital to protect our 
macro economy and household economies from destructive boom-bust cycles. A totally private 
mortgage market is inherently inclined toward extreme bubble-bust cycles, which cause 
significant wealth destruction that brings with it devastating repercussions not only for 
homeowners and lenders but also for neighborhood stability, the larger financial system, and the 
broader economy, 

Private mortgage lending is inherently procyclical. As we saw in the previous decade, capital 
arbitrage can quickly turn small gaps in regulatory coverage into major chasms, causing a “race 
to the bottom” that threatens the entire economy. Stability for the market requires sources of 
countercyclical liquidity even during economic downturns. 

Third, transparency and standardization will support these other principles. Underwriting and 
documentation standards must be clear and consistent across the board so consumers, investors, 
and regulators can accurately assess and price risk and regulators can hold institutions 
accountable for maintaining an appropriate level of capital. During the housing bubble, the 
housing finance system experienced a seismic shift toward complex and heterogeneous products 
that could not be understood by consumers at one end of the chain to securities that could not be 
understood by investors at the other. The lack of transparency and standardization set the stage 
for adverse selection because the issuers knew more than the investors. 

Because the .state of the whole secondary market affects the pricing of each packaged pool of 
mortgages in it, a safe and liquid securitization market can only exist if investors have access to 
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information about all mortgage-backed securities in the marketplace. A private mortgage-backed 
securities market will not reemerge unless investors are convinced these issues have been 
resolved. Secondary market tran.sparency and standardization lower costs and increase 
availability. And for borrowers, standardization and transparency mean that they can make good 
choices from among well-understood and standard mortgage products. 

Fourth, the system must ensure access to reasonably priced financing for both homeownership 
and rental housing. Liquidity and stability are essential to affordability and, for most families, the 
lower housing costs produced by the modem mortgage finance system over the past half century 
(before the recent crises) facilitated wealth building, enabling them to build equity, save, and 
invest. This contributed to the building of a strong middle class and has been an important 
guiding concept in modem U.S. housing finance policy — and a key component of the American 
socioeconomic mobility of the 20th century. 

A pillar of this housing system is affordably priced long-term, fixed-rate, fully self-amortizing, 
pre-payable mortgages, such as the 30-year mortgage. The long term of this loan provides 
borrowers with an affordable payment while the fixed-rate, the option to prepay, and self- 
amortization features provide the financial stability and forced savings that are critically 
important to most families, while retaining the opportunity for mobility. In the absence of 
government policies designed to explicitly support long-term, fixed-rate mortgages, it is likely 
that this type of mortgage would largely disappear from the U.S. housing landscape or become 
unaffordable to the nation’s middle class, which has been so effectively served by 30-year 
residential mortgages, and to the nation’s many renters who rely on multifamily property 
owners’ ability to finance and refinance their apartment buildings. 

A responsible plan recognizes the interdependency of all segments of the mortgage market and 
calls for a coherent array of government supports — from regulations and standards to limited 
security guarantees to loan guarantees to subsidies to direct funding. We have learned the lesson 
of how failures in one sector — for example, the private-label market — spill over into the other 
sectors. Likewise, we know that when one particular segment functions well, it can have positive 
spillover for the rest of the market. For example, sustainable affordable lending creates a strong 
and accessible housing ladder today that means a strong move-up market tomorrow. Therefore, it 
is in the interest of all segments to support activities that create sustainable rungs on that ladder. 
Moreover, government oversight will facilitate efficiency and liquidity in the “pure-private” 
market, resulting in economic benefits to investors, lenders, and consumers in this market, and 
these benefits should be taken into account. 

Finally, the system must support the long-term best interest of all borrowers and consumers and 
protect against predatory practices. The purchase of a home is a far more complicated, highly 
technical transaction than any other consumer purchase and occurs only a few times in a 
consumer’s life. Mortgage consumers are at a severe information disadvantage compared to 
lenders. In addition, a mortgage typically represents a household’s largest liability, A mortgage 
foreclosure therefore has outsized consequences for the borrower. As the current crisis so sadly 
demonstrates, mortgage foreclosures also deliver devastating consequences to communities, the 
financial markets, and the broader economy. 
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During the housing boom, unregulated and often predatory subprime lending not only failed to 
maintain or promote sustainable homeownership opportunities but also established a dual credit 
market where factors other than a borrower’s creditworthiness — such as race or neighborhood 
location — determined the type and terms of the mortgages available. All too often, families were 
denied the best credit for which they qualified because their communities were flooded with 
unsustainable mortgage credit — in part because secondary market pressures created incentives to 
make and sell these loans instead of the safer, lower-cost products. 

The Mortgage Finance Working Group 's plan 

The Private Mortgage Market Investment Act takes noteworthy strides toward the third principle: 
transparency and standardization. After improving and passing this bill, it’ll be time to move on 
to the other four. 

The Mortgage Finance Working Group’s “Plan for a Responsible Market” strikes the necessary 
balance between private investment and government support in the secondary mortgage market. 

First, we call for a larger role for a pure private market, one that will serve those borrowers who 
have the resources to access mortgage capital under reasonable terms and conditions without any 
support - other than regulatory protections - from the government. 

For the middle market, our proposal creates a system that preserves the traditional roles of 
originators and private mortgage insurers but assigns functions previously provided by Fannie 
Mae and Freddie Mac to three different actors — issuers; chartered mortgage institutions, or 
CMIs; and a catastrophic risk insurance fund, or CRIF. 

Issuers will originate or purchase and pool loans, issue MBS, and may purchase credit insurance 
on MBSs that meets certain standards from CMIs. CMIs also will be fully private institutions not 
owned or controlled by originators. They will be chartered and regulated by a federal agency and 
their function would be to assure investors of timely payment of principal and interest only on 
MBSs that are eligible for the government guarantee. 

The CRIF would be an on-budget fund (similar to the FDIC’s Deposit Insurance Fund) that is 
run by the government, and funded by premiums on CMl-guaranteed MBSs, In the event of the 
CMI’s financial failure, the explicit guarantee provided by the CRIF would protect only the 
interests of holders of only qualified CMl securities. 

The government would price and issue the catastrophic guarantee, collect the premium, and 
administer the fund. The fund would establish the product structure and underwriting standards 
for mortgages that can be put into guaranteed securities and the securitization standards for 
MBSs guaranteed by the CMIs. The government would also establish reserving and capital 
requirements for CMIs, and these would be at higher levels than those held by Fannie and 
Freddie. 

It is important to note that under our plan, private capital would play a far greater role, with the 
government role restricted to filling in gaps where needed to ensure each market section can 
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function efficiently. For the traditional conforming conventional market, there would be several 
layers of protection standing ahead of any taxpayer exposure. Borrower equity, the CMI’s 
capital, and in some cases private mortgage insurance all would stand ahead of the CRIF. All of 
these private sources of funds would need to be exhausted before the CRIF would have any 
exposure to loss. We believe this system will serve the needs of the vast majority of households 
that are looking for the consistent availability of affordable credit and predictable housing costs 
that can be achieved through a limited government market backstop. 

I believe that many aspects of the regulation of private-label securities under the Private 
Mortgage Market Investment Act align with the Mortgage Finance Working Group’s model for 
the future. At the very least, the bill lays out the rules for the private-label security market, in 
which issuers would package and sell MBSs without a government guarantee. With some minor 
modifications, these rules can also govern the activities of the newly-chartered CMIs. 

In closing, I would like to commend the chairman and the other members of this subcommittee 
for holding this hearing. As Congress and the administration work to design a better system of 
housing finance for the future, it’s critical to make sure the rules of the game are laid out clearly 
and fairly before anyone can be expected to start playing again. I believe the Private Mortgage 
Market Investment Act as drafted is a helpful starting point for negotiating those rules, but it 
must be seen as only a first step toward broader GSE reform. I would be happy to take any 
questions. 
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Chairman Garrett and Ranking Member Waters. Members of the Committee. I 
appreciate the opportunity to testify before this subcommittee today on ways to revive the private 
securitization market. 

This is an important subject for several reasons that go well beyond housing. First, the 
United States is in the midst of a major effort to cut its national debt, which is already close to 
$14 trillion; according to the Congressional Budget Office, the debt will reach $23 trillion in 
2021 if current policies continue. One component of that debt — off-budget and not included in 
the $23 trillion figure — are the obligations of the government-sponsored enterprises Fannie Mae 
and Freddie Mac. 

Too many people around Washington, and too many self-interested parties, want to put 
the government and the taxpayers needlessly on the hook for yet more debt in support of the 
housing system. As a result of the high loan limits and the suppression of private securitization 
through the obstacles and disincentives listed below, approximately 90% of all originations and 
99% of all securitizations are now government guaranteed. This is an ongoing liability for the 
taxpayers and an unhealthy fiscal position for the United States. 

Further, creating more government-backed paper to finance the housing market turns out 
to be yet another way to assess the taxpayers. Government-backed mortgage paper competes 
with Treasury securities of equal maturity, and thus raises the interest rate that the Treasury has 
to pay on its own debt — another cost borne by the taxpayers. It’s difficult to be exact about how 
much this might be, but a recent Fed study concluded that the Fed’s purchase of mortgage- 
backed securities (MBS) issued by the government-sponsored enterprises (GSEs) lowered the 
cost of the Treasury’s 10 year note by 30 to 100 basis points by taking the GSEs’ competitive 
paper off the market. If this is accurate, the savings for the government and the taxpayers of 
going to a fully private housing finance market would amount to billions of dollars. 

Instead of adding to the debt, we should be looking for ways to reduce the government’s 
obligations. One of the ways to do that is to reduce the government’s role in the housing market 
by turning as much as possible over to the private sector. This should not be considered a radical 
idea. The private sector finances virtually everything else in the US economy, and why it should 
do special favors for the housing industry in particular has never been apparent. After the 
financial crisis of 2008, which was brought about by the government’s housing policy, it is 
remarkable that we are still wrestling with the question of whether and how to get the 
government out of this business. 


In addition, private institutional investors — insurance companies and pension funds 
among them — badly need mortgages and mortgage-backed securities for investment. They are 
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not major investors in GSEs securities — ^about $1.8 trillion out of total investments of $13 
trillion — because the yields are too low. Instead, they are investing in corporate securities — even 
junk bonds — in order to obtain the yields they would get from good quality mortgages and MBS, 
These instruments would be liquid, high quality and relatively long term investments that would 
enable these long-term investors to diversify their holdings. They would be healthier and safer, 
and America’s homeowners would have an immense and steady source of capital for their 
mortgage needs. This is a win-win for this country if ever there was one. 

Finally, there could not be a better introduction to the need for the legislation this 
committee will consider today than a recent statement by former Fed chair Paul Volcker: ' 

There is one very large part of American capital markets calling for massive structural 
change that so far has not been touched by legislation. The mortgage market in the United 
States is dominated by a few government agencies or quasi-govemment organizations. 
The financial breakdown was in fact triggered by extremely lax, government -tolerated 
underwriting standards, an important ingredient in the housing bubble. The need for 
reform is self-evident and the direction of change is clear. We simply should not 
countenance a residential mortgage market, the largest part of our capital market, 
dominated by so-called Government-Sponsored Enterprises. 

The residential mortgage market today remains almost completely dependent on 
government support. It will be a matter of years before a healthy, privately supported 
market can be developed. But it is important that planning proceed now on the 
assumption that Government-Sponsored Enterprises will no longer be a part of the 
structure of the market. 

Planning now for the time when government-sponsored enterprises are no longer part of the 
structure of the housing market is precisely what this committee is doing today. 

Reviving a Private Securitization Market 

Reviving the private securitization system is necessary to finance large sectors of the 
housing market that are not served today, and would not be served in the future, by any 
government-backed system. There are not enough lendable funds in the banking sector to finance 
all the mortgages in the US, so we must rely on a supplementary system. Securitization of prime 
mortgages in the past has shown itself to be an efficient way to increase the funds available to the 
housing market. Other nongovernmental options, such as covered bonds, are available, but 
private securitization is a proven way to expand investment in home ownership. 

Reviving the private housing finance system will be a daunting task, with many moving 
parts. Two things must be done in tandem. First, the GSEs must gradually be withdrawn from the 
market. The private sector cannot restart if they have to compete with — or believe they will have 
to compete with-govemment-backed entities. At the same time, changes must be made in 
existing laws and regulations that will encourage the entry of private sector securitizers and 
stimulate the interest of investors. Right now, in addition to the existence of the GSEs, there are a 
large number of impediments and disincentives that are keeping private firms from entering the 
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securitization market. If these are removed, I believe that private organizations will eagerly enter 
the field. 

In this testimony, I will outline the necessary steps revive the private securitization 
market. Following that discussion, I will review the terras of the legislation introduced recently 
by Chairman Garrett. 

I. Reducing the Costs and Increasing the Incentives of Securitizers 

When a bank or other originator has made or acquired a mortgage loan, it has a number 
of alternatives. It can combine the loan with others, create a pool of loans, and sell them to 
investors in securitized form; it can insure the loan with the Federal Housing Administration 
(FHA) and create a Ginnie Mae security, sell it to Fannie or Freddie for a GSE pool, or finance it 
with deposits or with a loan from one of the Federal Home Loan Banks. 

Each of these options entails a combination of risks and rewards, so if we want to 
encourage banks and others to assemble and sell private mortgage backed securities it is 
necessary to make that option advantageous in relation to the government agency options. To do 
that means creating financial incentives for securitization as well as removing risks and other 
disincentives. Outlined below are several items in current law or existing or proposed regulations 
that would tend to discourage originators from securitizing their mortgages, and thus to 
discourage the revival of private sector securitization in general. 

Many of the disincentives below were created by the Dodd-Frank Act (DFA) itself, or the 
by regulations proposed thus far under the DFA. Thus, it should not be surprising that the private 
securitization market has not revived since the financial crisis of 2008. The DFA, enacted in the 
wake of the financial crisis, has done much to suppress and discourage the development of a 
private securitization market. 

1. High GSE and FHA conforming loan limits. Currently, as directed by the Housing 
and Economic Recovery Act of 2008, the GSE loan limits have been reduced to $625,500, and 
FHA’s limit to an equivalent level. These very high limits reduce the number of mortgages that 
are available for private securitization. One of the most important ways that Congress can revive 
a private securitization market would be to continue the trend, begun on October 1, to reduce the 
conforming loans limits of the GSEs and FHA. This can be done in stages, perhaps over five 
years, but it must be embodied in a law, so that private securitizers will have confidence that if 
they make the necessary investments there will be a large enough private market to make their 
investment worthwhile. 

In addition, one of the reasons that the GSEs are able to outcompete private 
securitization is the fact that they have not in the past received compensation for the risks they 
were taking. Since their insolvency in 2008, it has become apparent that these risks were there, 
but well hidden. As the obstacles to private securitization are removed, FHFA should maintain 
guarantee fees and loan level risk adjustments that fully compensate the GSEs — and the 
taxpayers who own them — for their risks. 

2. Risk-retention and capital. The provisions of the DFA that mandate a 5 % risk- 
retention for mortgage securitizers were originally intended to work in tandem with a 
requirement for a good quality mortgage, which was called the Qualified Residential Mortgage 
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or QRM. The QRM was supposed to be a prime mortgage — not necessarily a bullet-proof 
mortgage — and the 5% risk-retention was supposed to be a penalty for not securitizing prime 
mortgages. That idea was lost as the regulations were developed, and the most recent proposed 
regulations — which mandated a 20 percent downpayment as part of a QRM — have been 
uniformly panned by the industry. 

Minimum standards for mortgage quality make sense, but the risk-retention idea does not. 
As proposed, it would not prevent the origination of subprime or other low quality mortgages, 
and it would entail considerable capital costs for securitizers of mortgages that did not meet the 
very high QRM standard that the regulators proposed. Indeed, only the largest banks would have 
balance sheets large enough to retain these 5% slices over the many years required by the 
regulation. The prospect of incurring these capital costs is one of the items that is discouraging 
potential securitizers. It creates a strong incentive to sell loans to the GSEs or FHA rather than 
securitize them. As outlined below, a version of the QRM — ^that is, a minimum standard for 
securitized mortgages — should be retained, but the 5% retention requirement should be repealed. 

3. FHA and GSE exemption from risk-retention. The DFA exempts FHA from the 5% 
risk-retention, and the initial proposed regulations under the DFA would also exempt Fannie and 
Freddie. As a result, each of these agencies will be able to securitize mortgages — even prime 
mortgages that do not meet the narrow QRM standard initially proposed by the regulators — at 
lower cost than any private firm. Accordingly, it would be extremely difficult for private firms to 
enter the securitization field while this provision exists, and few will be willing to do so. If it 
wants to stimulate the return of private securitization. Congress should repeal the 5% risk- 
retention. Its existence creates competitive advantages for Fannie, Freddie and FHA vis-a-vis 
private securitizers that present a virtually insuperable obstacle to the revival of a robust private 
securitization market. 

4. Risk-retention and true sale. Another reason to repeal risk-retention is that it 
jeopardizes the ability of securitizers to get true sale (and thus off-balance sheet) treatment for 
securitizations under existing accounting rules. True sale treatment is available if the securitizer 
has transferred all liability. The proposed regulation offers four options, but only the vertical 
slice clearly qualifies for sale treatment, because the 5% retained in that case matches the risk 
profile of the pool. However, the vertical option does not represent a significant risk, and thus 
will not create a disincentive to making subprime loans. Accordingly, the one risk-retention 
method that qualifies for true sale treatment vitiates the intended purpose of the 5% risk-retention 
idea. For this reason alone, risk-retention should be repealed. As discussed below, mortgage 
quality would then be maintained by a regulation that specifies the requirements for one or more 
categories of prime loans. 

5. The FDIC’s safe harbor. The FDIC’s safe harbor regulation adds new provisions and 
conditions for determining whether a bank has properly divested itself of a pool of mortgages in 
a securitization. If so, the FDIC waives its right as receiver of a failed bank to reclaim the 
mortgages from the securitization. But the rule is immensely complex, and involves meeting 
some ambiguous quality standards. Whether these complex requirements will comply with the 
accounting rules, and whether the FDIC will agree that various quality requirements have been 
met, are open questions that substantially increase the risks of a securitization transaction. Under 
these circumstances, few banks will proceed with a securitization. This impediment to 
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securitization can be eliminated by requiring the modification of the FDlC’s rule so that the risk 
that the FDIC will intervene in a securitization to reclaim assets is effectively eliminated. 

6. SEC’s Regulation AB. This proposed regulation is intended to implement section 621 
of the Dodd-Frank Act, which prohibits, among other things, securitization sponsors from 
engaging in transactions that involve a conflict of interest with investors in the securitization. If 
such a conflict of interest exists — and in theory it always exists between a buyer and a seller — 
the transaction can be rescinded. Therefore, before a bank or other issuer can engage in a 
securitization, it has to know that it will be complying with the DFA and proposed Regulation 
AB. Until the regulation is finalized, it will be very difficult for a securitizer to know whether it 
is complying with the DFA, and afterward it may not be possible for certain kinds of 
securitizations to be done. Accordingly, potential securitizers may not be willing to invest in the 
necessary resources to engage in this business, or will simply sell their loans to the GSEs, until 
there is certainty in this area. Legislation should make clear what specific transactions were 
meant to be covered, or the section 621 of the DFA should be repealed. 

7. Premium cash recapture. The proposed regulations on premium cash recapture under 
the DFA also discourage securitization by substantially reducing the economic returns to 
securitizers. In some subprime securitizations a substantial spread between what the borrower 
paid and what the investor received was built into the transaction. There was concern that this 
spread was then used to compensate originators for delivering loans with higher interest rates 
than the borrower might have qualified for. To prevent this, the regulators seeking to implement 
the DFA’s provision required the entire spread to be retained until all proceeds have been paid to 
the investors. In this position, it amounts to a risk-retention of some size and may jeopardize the 
availability of true sale accounting treatment. Although intended to address predatory lending, 
this provision would prevent securitizers from realizing the economic benefits of the spread even 
when they are securitizing prime mortgages. If they tried to make up this loss with a higher 
interest rate, they would be even less competitive with the GSEs, This provision should be 
modified so that it doesn’t apply to prime mortgage securitizations. 

8. Volcker Rule. Although justified as preventing the use of insured deposits for risky 
trading, this rule, enacted in the DFA, prohibits “bank related entities” from engaging in 
proprietary trading and thus extends far beyond the insured banks it was intended to cover. The 
term “bank related entities” includes bank holding companies and their subsidiaries, which do 
not have access to insured deposits. In addition, “proprietary trading” is so difficult to define that 
the most recent draft regulation covers almost 200 pages and poses over 1000 separate questions 
to assist the regulators in drafting the final rule. Hedging is a regular and important element of 
every securitization because it is necessary to protect the issuer against a change in interest rates 
between the time a mortgage rate is “locked in” with the borrower and the time a complete pool 
can be assembled for a securitization. Hedging transactions involve buying and selling of 
securities for the issuer’s own account, and could be interpreted to be proprietary trading. Until 
there is a bright line definition of proprietary trading, it is unlikely that many banks or bank- 
related entities will take the risk of engaging in a securitization. It is unlikely that the complexity 
associated with proprietary trading can be adequately defined in a statute, and it may not be 
possible to define it clearly enough in a regulation. Accordingly, the Volcker Rule may stand 
permanently as a serious obstacle to private securitization. There are two ways to solve this 
problem: repeal the Volcker Rule, or apply it solely to insured banks and not the broader “bank- 
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related entities.” This will enable bank holding companies and their affiliates to engage in 
securitization without fear of violating the highly technical Volcker Rule when the regulation is 
ultimately finalized. 

9. Qualified mortgage. The DFA also contains a concept called a Qualified Mortgage 
(QM), which is defined roughly as a mortgage that a borrower can afford. There are a number of 
severe consequences for providing mortgage credit to a borrower who could not afford to meet 
the obligations on the loan, the most significant of which is that a violation of the QM 
requirements can serve as a defense to foreclosure. This penalty extends to the investor as well as 
the securitizer, and could be mitigated if there were an effective safe harbor in either the DFA or 
the proposed regulation, but there is not. Without a clear and unambiguous safe harbor, this 
provision is a strong disincentive for anyone to securitize or acquire a mortgage. 

10. Basel 3. Mortgage servicing rights (MSRs) are an important part of the securitization 
process, and an important part of the compensation that securitizers receive. Current accounting 
rules require that MSRs be capitalized and amortized over time. The new Basel rules on bank 
capitalization place a limit of 10 percent on the use of MSRs in computing tier 1 capital. This 
substantially reduces the value of MSRs to any financial institution covered by the Basel 
requirements. It also creates a number of other difficulties, the most important of which is an 
incentive on the part of any bank originator to sell its mortgages to the GSEs or FHA with 
servicing released. This problem will be difficult to address, because neither the accounting rules 
nor Basel 3 are easily changed. However, the loss of value of MSRs for capital purposes may not 
be an obstacle to securitization if the other impediments and disincentives listed above are 
removed. Banks that are bound by Basel 3 may be able to sell the MSRs separately or make up 
the regulatory capital cost another way. 

II. Facilitating a Robust Private Securitization Market 

Even if all the obstacles and disincentives listed above are eliminated, the private 
securitization market could be substantially improved and made more efficient. 

1. Prime mortgage definition. Instead of a 5% risk-retention, which as defined in the 
proposed regulation will be ineffective in preventing the future growth of another subprime 
market, Congress should authorize the Federal Housing Finance Agency (FHFA) to recommend 
one or more mortgage formats or categories that would be considered prime mortgages. These 
mortgages, which would have a mixture of minimum downpayments, credit scores, debt-to- 
income ratios, loan terms and loan purposes — and could include mortgage insurance as 
additional credit enhancement — would be the only mortgages eligible for securitization. This 
would allow securitizers of all sizes — not just those that have balance sheets sufficiently large to 
carry the 5% retention — ^to engage in securitization of prime mortgages. It would also lower the 
cost of securitization. In order to stimulate the development of a To Be Announced (TBA) 
market over time, the number of such prime categories should be kept small enough to create the 
liquid private securities market that would permit TBA-based hedging. 

2. Securities law exemption. In order to facilitate the growth of a TBA market in 
privately issued securities, the SEC should specify the disclosures that will be required in 
prospectuses and other selling documents and make them eligible for “shelf’ registration. 
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3. Uniform securitization agreements. Just as Fannie and Freddie helped to create a 
more liquid secondary mortgage market by requiring a standard form of mortgage, FHFA should 
be directed to create standard forms for securitization documentation, including representations 
and warranties; mandatory arbitration of disagreements among issuers, servicers and investors; 
standardized servicer accounting; standardized reporting to investors on modification or workout 
of loans; and provisions for the appointment of a special trustee for investors where the servicer 
has a conflict of interest with investors. 

III. Reducing Costs and Eliminating Impediments for Institutional Investors 

Just as there are impediments and disincentives for banks and others to engage in 
securitization, there are also costs, impediments and disincentives for institutional investors to 
purchase MBS. Any effort to revive a securitization market should entail the elimination of these 
difficulties. The private institutional investor market — consisting of insurance companies, 
pension funds and mutual funds — includes at least $13 trillion that could be invested in fixed 
income securities such as privately issued MBS. Since Fannie and Freddie came to dominate the 
secondary mortgage market — keeping many of the gains and reducing yields — private 
institutional investors have not been major buyers of MBS. Only $1.8 trillion was invested in 
GSE securities in 2010; the balance apparently goes to corporates, including lower quality 
securities that involve more risk but produce the higher yields that institutional investors need. 
Enabling institutional investors to invest in MBS would improve their diversification and 
stability, as well as increasing the available funding for the housing market. 

1. The Qualified Mortgage. As noted above, the QM created by the DFA creates 
potential liabilities for securitizers by giving borrowers a defense against foreclosure. The same 
factor creates potential losses for investors in MBS backed by mortgages that are subject to the 
QM. Until there is a much clearer safe harbor in the regulations that implement the QM, it is 
unlikely that a broad-based institutional investor market (or indeed any investor market) for 
mortgages or MBS will develop. 

2. Second Liens. Current law allows second liens to be placed on homes without the 
consent of the first lienor. The thinking behind the provision of the Gam-St Germain Act that 
permitted this interpretation was probably that the first lienor can always wipe out the second in 
the event of a default. However, the foreclosure process is very lengthy in many states, and the 
second lienor can only be wiped out in a foreclosure. Moreover, the second lienor has a right to 
consent to a modification or a short sale that might be used in lieu of foreclosure. This gives the 
second lienor considerable leverage for compensation from the holder of the first lien, and of 
course increases the potential loss on the mortgage. 

In addition, the holders of second liens frequently turn out to be the servicers on 
mortgages in MBS pools, and they sometimes delay or refuse foreclosure. The Garrett bill has a 
provision on servicer conflicts of interest that should solve this problem, but would not cure the 
problem of the second lienor refusing to consent to modification or a short sale without some 
consideration. 

Accordingly, the law should be amended to require the approval of the first lienor before 
a subsequent second lien can be put on the property. Although this might make second 
mortgages difficult to get, if there is sufficient equity in the home so that a second lien is 
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feasible, the borrower can always do a cash-out refinance, and thus the holder of the first lien has 
the option to accept the second or see the loan refinanced away. Alternatively, the approval of 
the first lienor can be limited by providing that there is no approval right if, after the second has 
been put on, the LTV is no higher than it was when the first lien attached. In this way, the first 
lienor gets the rights it originally bargained for. 

3. Elimination of other servicer-investor conflicts of interest. The standardized forms 
of securitization of documentation should provide for mandatory arbitration of disputes between 
investors and issuers, and the appointment of a special trustee for investors where there is a 
conflict of interest between the investors and the servicer. 

4. Disclosure to investors. There has been substantial variation in the quality of loan- 
level disclosure to investors about the quality of the mortgages in a pool. The FHFA and the SEC 
should agree on the disclosures that should be made by issuers in order to increase the 
transparency and information available to investors. 

5. Pricing disclosure. The FHFA and the SEC should develop ways to increase the 
disclosure to the market of pricing information. 

IV. Comments on the Garrett Bill 

This section is divided into three parts — those provisions where the Garrett bill advances 
the goal of creating a private securitization market, where it falls short of this goal, and where it 
creates more impediments and disincentives that impair the achievement of the legislation’s 
intent. 

Where Garrett Bill Advances the goal of creating a private securitization market 

The Garrett bill contains a number of provisions that address the issues outlined in 
sections I-III above. 

1. Risk-retention. The bill repeals the 5% risk-retention provisions of the DFA. These 
are ineffective in any event, and create substantial impediments for firms that would like to 
engage in securitization. 

2. Standard classifications of prime loans. The bill provides for the creation of several 
standard classifications of what are called “prime mortgages.” However, it provides that some 
mortgage classifications could have “substantial credit risk.” It is not clear how a prime 
mortgage can have .substantial credit risk, and thus the language provides a basis for a serious 
future deterioration in underwriting standards. As a housing bubble develops, it suppresses 
defaults and delinquencies, so poor quality mortgages look less risky. In addition, as housing 
prices rise in a bubble, borrowers look for riskier mortgages in order to buy bigger houses with 
the same or lower monthly payments, and lenders are willing to make these loans because their 
inherent riskiness is obscured by the effects of the bubble. Exactly this happened in the period 
leading up to the 2008 financial crisis. If this bill is to reduce the chances of another housing 
bubble, in addition to encouraging the development of a private securitization market, it is 
necessary to assure that the mortgages created in the future are truly prime mortgages, and not 
mortgages “with substantial credit risks.” At this point, the legislation does not accomplish this. 
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It is problematic to direct FHFA to establish categories of risk without specifying how 
they are supposed to do this. If they look at the last five years, those categories would look very 
different from what they would look like if they used the credit history of the last 25 years. The 
legislation should take account of the possibility that FHFA may not be as conservative as they 
should be when establishing what is a credit risk and what is not. 

In this connection, it would be better to specify the minimum terms of a prime mortgage 
by statute, so that a future regulator cannot easily redefine the term. In 1990, before the 
affordable housing goals were established for Fannie and Freddie, a 20 percent downpayment 
was usual for a home and the rate of home ownership was still a robust 64%. The fact that the 
realtors want to sell more homes, and the homebuilders want to build bigger homes, should not 
affect what is a prime mortgage. With mortgage insurance, and coverage down to 60 LTV, it 
should be possible to offer a prime mortgage with 10 percent as a down payment. Leaving FHFA 
to establish rules for the future could be a serious mistake if the agency — under different 
leadership — decides to stimulate home ownership by reducing underwriting standards. 

In addition, the bill does not instruct the FHFA to limit the number of different 
classifications so that the liquidity of a future private market is not so severely divided among 
classifications that the liquidity necessary for a TBA market is not impaired. A TBA market 
works if there is sufficient liquidity for a mortgage originator to hedge its risk by buying or 
selling mortgages before a pool has been developed. The current system works because the 
pools, overall, are very much alike in such qualities as prepayment rates. If there are many 
different classes of prime mortgages in the future, it may make it difficult to create homogeneous 
pools. 

Finally, the legislation does not say that the standard mortgages it would create are the 
only mortgages that can be securitized, and that mortgages outside these standards can still be 
made, but cannot be securitized. That is essential to preserve a free market in mortgages while 
still protecting the securitization market against the kind of mortgage quality deterioration that 
occurred before the 2008 financial crisis. In other words, banks and other investors should be 
able to buy whole loans or portfolios of whole loans that are outside the standard classifications, 
but those mortgages may not be securitized. This could be rectified by stating that only 
“qualified securities” under sec 101(b) (4) can be securitized. 

3. Standardization of securitization documentation. The bill authorizes the FHFA to 
create standardized securitization agreements and standardized requirements for trustees and for 
servicers. It also provides for mandatory arbitration of disputes among investors, servicers and 
securitization sponsors. However, it isn’t clear why the sec 101(b)(2) limits the content of a 
standardized agreement to only the listed items. A different view of the provisions covered 
sponsors are outlined below. 

4. Improvement in the QM provisions. By providing that the QM provisions in the 
DFA do not apply to a “qualified security” as defined in the bill, the legislation goes some 
distance toward eliminating the most troublesome element of the QM provisions in the DFA — 
the defense to foreclosure provision. Nevertheless, there are still ambiguities in the Truth In 
Lending Act (TILA) which could mean that a borrower will be able to defend against foreclosure 
by alleging a violation of one of the remaining exemptions from TILA. This should be remedied. 
The possibility that there might be nonmonetary defenses to foreclosure will make mortgage 
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lending very risky in the future. Unless these TILA exemption ambiguities can be cleared away, 
the defense to foreclosure provisions in the DFA should be repealed. 

5. Exemption from registration. By providing an exemption from registration under the 
Securities Act of 1933, as amended, the bill substantially eases and reduces the costs of the 
securitization process and hedging in the TBA market. 

Where the Garrett Bill does not go far enough to aehicve its goal 

1 . Wind-down of Fannie and Freddie. For the reasons outline above, the Garrett bill 
will not be effective in opening a market for private securitization if it does not eventually 
contain provisions which call for the gradual wind-down of the GSEs Fannie Mae and Freddie 
Mac through a reduction in their conforming loan limits. 

2. FDIC safe harbor. Banks will find it very difficult to re.sume a role as securitizers 
as long as the FDlC’s safe harbor continues to exist in its current form. The regulation is already 
in effect, so sec 102 (c) doesn’t cover it. The bill should provide that if a pool of mortgages 
meets the standards as a prime mortgage and is securitized in conformity with the Garrett bill’s 
provisions — i.e., as a qualified security — it will fall within the FDIC’s safe harbor regulation. 

3. SEC Regulation AB. Similarly, the bill should state that as long as a securitization 
complies with the provisions of the Garrett bill as a qualified security it will not be subject to 
rescission under Regulation AB. 

4. Premium cash recapture. The proposed regulations on premium cash recapture, as 
outlined above, impose substantial costs on securitizers, especially those that do not have large 
balance sheets (to hold the recaptured cash over an extended period) or profit from the spread on 
mortgages they originate. Qualified securities under the Garrett bill should be exempt from the 
premium cash recapture provisions of the DFA. 

5. Volcker Rule. It’s already clear that the regulations under the Volcker rule will be so 
complicated that many securitizers will not be able to determine the conditions under which they 
can hedge their risks by buying or selling mortgages before their securitized pools are complete. 
The Garrett bill should provide that the Volcker rule applies only to insured banks, and not to 
“banking related entities.” That will enable the affiliates of banks to hedge their risks in 
securitizations. 

6. Second liens. Under current law, second liens can be added to home mortgages more 
or less at the will of borrowers, and without notice to the first lienor. Yet second liens create 
additional risks for the first lien that were not taken into account when that was negotiated. In 
commercial mortgages, second liens are not allowed without the consent of the first lienor on 
property. The Garrett bill should provide that second liens cannot be added to a home without the 
approval of the holder of the first lien, or that the first lienor’s right of approval is ineffective if 
the LTV on the mortgage is no higher than it was when the first lien was negotiated. 
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Where the Garrett bill creates impediments to the development of a private market 

1 . Standards for qualified sponsors. One of the benefits of securitization is that it is 
open to anyone. The quality of a securitization does not depend on the wherewithal of the 
securitizer, but rather on the mortgages in the pool and the amount of subordination . The Garrett 
bill contains unnecessary provisions for the registration of securitization sponsors with the 
FHFA. These will provide opportunities for costly bureaucratic rules and regulations that serve 
no useful purpose but will add to the costs of securitization and narrow the competitive field. 

This provision should be eliminated from the bill. 

2. Disclosure of information. It is important to understand that TEA market 
achieves liquidity because of a convention that all pools will have approximately the same 
makeup and characteristics. Disclosure is generally a good idea, but it could interfere with the 
development of a TEA market. The same is true for loan level information in Title II. These 
provisions should be carefully vetted by the Securities Industry and Financial Markets 
Association, which has developed the convention on what information about pools should made 
available in order to foster a TEA market. 

Mr. Chairman and members of the committee, that completes my testimony. 
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October 3 1, 2011 

The Honorable Nona Dicks, Ranking Member 
House Committee on Appropriations 
2467 Rayburn House Office Building 
Washington, DC 20515 

By Fax to 202-226-1 176 

Dear Congressman Dicks, 

As the House of Representatives is set to consider an extension of high cost 
area loan limits for the Federal Housing Administration (FHA), Fannie Mae 
and Freddie Mac (the GSEs), I urge you to say no to higher loan limits. This 
measure has already passed in the U.S. Senate and will channel more loans 
from higher-income borrowers away from conventional lending and into the 
FHA single-family fund. This will occur at precisely the time when the FHA 
should be targeting low- and moderate income borrowers, to both help keep 
existing homeowners in their homes and to provide first-time bonowers witii 
affordable mortgage alternatives. 

Under tite new proposal, high cost area loan limits would be raised from tiie 
current maximum of $625,500 back to $729,750. However, to afford an FHA- 
insured mortgage of $729,750, a borrower would need an annual income of 
over $1 85,000 - even as mortgage interest rates are at all-time lows. To afford 
a $625,500 mortgage, a borrower still would need an income of over 
$1 55,000. To put these income numbers into context, recently released 
Congressional Budget Office (CBO) data has shown that the proposed high 
cost area loan limits would only benefit tlie top 5 percent of US households, 
CBO also indicates that growth in income for the top income earners vastly 
exceeds growth of all households. Why is Congress moving the FHA program 
to serve borrowers at a liigher income level, especially now wlten we know 
that the sltare of income going to high-income earners has grown and the 
share of income to low- and moderate income families has actually declined? 

It might be argued that the GSE limils sliould be available to these veiy high- 
income borrowers in order to keep a liquid secondary market. But who are the 
GSE borrowers, otlier than liigh-income borrowers? The GSEs purchase 
loans primarily from borrowers making large down payments - the Federal 
Housing Finance Agency’s annual report to Congress reported that the 
average downpayment for a GSE purchased loan in 2010 was over 30 percent. 
But FHA is very different, the average down payment for the FHA borrower 
in 2010 was less than five percent. Moreover, FHA’s historical intent was to 
serve only moderate-income borrow'ers with low down payments. 
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Keeping both FHA and the GSEs at very high loan limits would be bad enough, but the 
current proposal goes beyond equal treatment for FHA and the GSEs. It actually mandates 
that the GSEs charge special fees that inevitably will direct more high-income, low down 
payment borrowers to FHA and away frcMti conventional mortgages. Under the Senate 
measure, the GSEs are required to charge an extra 1 5 basis points for all loans over 
$625,500, which is passed on to the borrower in the form of a higher cost mortgage. The 
FHA is not required to charge an extra fee. As a result, lenders and low-down payment 
borrowers will inevitably choose the lowest cost option. Thai option will be FHA. 

If FHA were financially sound, this proposal would simply be bad policy as more low down 
payment, high-income borrowers are directed to FHA and its 100 percent taxpayer guarantee. 
However, FHA is on thin ice fmancially. The FHA actuarial fund is required by Congress to 
have a 2 percent capita! ratio. For the past two years, FHA has had only a bare 0 5 percent 
capital level. Diverting more high-income, low-down payment borrowers to FHA means that 
additional financial burden will be placed unnecessarily on the FHA fund and on the taxpayer 
at a time when the financial resources of the single family fund need to be husbanded to 
benefit moderate income borrowers. 

Finally, President Obama and the Congress have made clear their intention to reduce FHA's 
market share by 50%, further reducing the role that they play in the mortgage market. By 
raising the loan limits, prospective working-class homeowners will find the bar raised even 
liigher as they compete with higher income households for the increasingly scarce mortgage 
guarantees offered by FHA, 

Let the market serve those of greater means; say no to the lugher loan limits. 


Sincerely yours. 



John Taylor 
President & CEO 


^ Trend.s in the nisiribiilion of Ilomehold Income 1979 to 2007, October 201 1, see Appendix A page .35 at 
hUp :.'Avn'.\ .cbo,gov/li] xiu csq2 4\N/docl2-<85/10-23-Ho(ise hoidl nco!nc.ptlf. llnciing ihtil hoiischold income in 
excess or$L37,(X)0 in 2007 set the Hour fm the lop 5% of housxrhoULs. 

^ Ibid., p.t siiiniiiJiiy. 
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October 3 U 2011 

The Honorable Jothn Olver, Ranking Member 

Subcommittee on Transportation, Housing and Urban Development 

11 1 1 Longworth House Office Building 

Washington, DC 20515 

By Fax to 202-226- 1 224 

Dear Corigressman Dicks, 

As the House of Representatives is set to consider an extension of high cost 
area loan limits for the federal Housing Administration (FHA), Fannie Mae 
and Freddie Mac (the GSEs), I urge you to say no to higlier loan limits. This 
measure has already passed in the U.S. Senate and will channel more loans 
from higher-income borrowers away from conventional lending and into the 
FHA single-family fund. This will occur at precisely the time when the FHA 
should be targeting low- and moderate income borrowers, to both help keep 
existing homeowners in their homes and to provide first-time borrowers with 
affordable mortgage alternatives. 

Under the new proposal, high cost area loan limits would be raised from the 
current maximum of $625,500 back to $729,750. However, to afford an FHA- 
insured mortgage of $729,750, a borrower would need an annua! income of 
over $ 1 85,000 - even as mortgage interest rales are at all-time lows. To afford 
a $625,500 mortgage, a borrower still would need an income of over 
$ 1 55,000. To put these income numbers into context, recently released 
Congressional Budget Office (CBO) data has shown that the proposed high 
cost area loan limits would only benefit the top 5 percent of US households. 
CBO also indicates that growth in income for the top income earners vastly 
exceeds growth of all houseliolds. Why is Congress moving the FHA program 
to serve borrowers at a higher income level, especially now when we know 
that the share of income going to high-income earners has grown and the 
share of income to low- and moderate income families has actually declined? 

It might be argued that the GSE limits should be available to these very high- 
income borrowers in order to keep a liquid secondaiy market. But who are the 
GSE borrowers, other than high-income borrowers? The GSEs purchase 
loans primarily from boirowers making large down payments - the Federal 
Housing Finance Agency's annual report to Congress reported that the 
average downpayment for a GSE purchased loan in 2010 was over 30 percent. 
But FHA is veiy different, the average down payment for the FHA boirower 
in 2010 was less than five percent. Moreover, FHA's historical intent was to 
serve only moderate-income borrowers with low down payments. 
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Keeping both FHA and the GSlis at veiy high loan limits would be bad enough, but the 
current proposal goes beyond equal treatment for FHA and the GSEs. It actually mandates 
that the GSEs charge special fees that inevitably will direct more high-income, low down 
payment borrowers to FHA and away from conventional mortgages. Under the Senate 
measure, the GSEs are required to charge an extra 1 5 basis points for ail loans over 
$625,500, which is passed on to the borrower in the form of a higher cost mortgage. The 
FHA is not required to charge an extra fee. As a result, lenders and iow-down payment 
borrowers will inevitably choose the lowest cost option. That option will be FHA. 


If FHA were financially sound, this proposal would simply be bad policy as more low down 
payment, high-income borrowers are directed to FHA and its 100 percent taxpayer guarantee. 
However, FHA is on thin ice financially. The FHA actuarial fund is required by Congress to 
have a 2 percent capital ratio. For the past two years, FHA has had only a bare 0.5 percent 
capital level. Diverting more high-income, low-down payment borrowers to FHA means that 
additional financial burden will be placed unnecessarily on the FHA fund and on the taxpayer 
at a time when the financial resources of the single family fund need to be husbanded to 
benefit moderate income borrowers. 


Finally, President Obama and the Congress have made clear tlieir intention to reduce FHA's 
market share by 50%, further reducing the role that they play in the mortgage market. By 
raising the loan limits, prospective working-class honieowmers will find the bar raised even 
higher as they compete with higher income households for the increasingly scarce mortgage 
guarantees olTered by FHA. 

Let the market serve those of greater means; say no to the liigher loan limits. 


Sincerely yours, 



John Taylor 
President & CEO 


i Trends in the Disu ibiuion of Household Income 1 979 lo 2007, October 201 ! , see Appendix A page 35 at 
httij:/A\xnv.cho.onv/ft pd(>c s/i24\.Vdocl24H5/IO-2S-l tous choldliicome.pdf. finding that household income in 
excess of $137,(KX) in 2007 set the floor for the lopS% of households. 

^ Ibid., p.l smnmajy. 
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October 31, 2011 

The Honorable Hal Rogers, Chairman 
House Committee on Appropriations 
2406 Raybum House Office Building 
Washington, DC 20515 

By Fax to 202-225-0940 

Dear Congressman Rogers, 

As the House of Representatives is set to consider an extension of high cost 
area loan limits for the Federal Housing Administration (FHA), Fannie Mae 
and Freddie Mac (the GSEs), I urge you to say no to higher loan limits. This 
measure has already passed in the U.S. Senate and will channel more loans 
from higher-income borrowers away from conventional lending and into tlie 
FHA single-family fund. This will occur at precisely the time when the FHA 
should be targeting low- and moderate income borrowers, to both help keep 
existing homeowners in tiieir homes and to provide first-time borrowers with 
affordable mortgage alternatives. 

Under the new proposal, high cost area loan limits would be raised from the 
current maximum of $625,500 back to $729,750. However, to afford an FHA- 
insured mortgage of $729,750, a borrower would need an annual income of 
over $185,000 -■ even as mortgage interest rates are at all-time lows, To afford 
a $625,500 mortgage, a borrower still would need an income of over 
$155,000. To put these income numbers into context, recently released 
Congressional Budget Office (CBO) data lias shown that the proposed high 
cost area loan limits would only benefit the top 5 percent of US households.* 
CBO also indicates that growth in income for the top income earners vastly 
exceeds growth of all households. Why is Congress moving the FtlA program 
to seive borrowers at a higher income level, especially now when we know 
that the share of income going to high-income earners has grown and the 
share of income to low- and moderate income families has actually declined?^ 

It might be argued that the GSE limits should be available to these veiy high- 
income borrowers in order to keep a liquid secondaiy market. But who are the 
GSE borrowers, other than high-income borrowers? The GSEs purchase 
loans primarily from borrowers making large down payments - the Federal 
Housing Finance Agency’s annual report to Congress reported that the 
average downpayment for a GSE purchased loan in 2010 was over 30 percent. 
But FHA is very different, the average down payment for the FHA boiTOwer 
in 2010 was less than five percent. Moreover, FHA’s historical intent was to 
serve only moderate-income borrowers with low down payments. 
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Keeping both FHA and the GSEs at very high loan limits would be bad enough, but the 
cuixent proposal goes beyond equal treatment for FHA and the GSEs. It actually mandates 
that the GSEs charge special fees that inevitably will direct more high-income, low down 
payment borrowers to FHA and away from conventional mortgages. Under the Senate 
measure, the GSEs are required to charge an extra 15 basis points for all loans over 
$025,500, which is passed on to tlie borrower in the form of a higher cost mortgage. The 
FHA is not required to charge an extra fee. As a result, lenders and low-down payment 
borrowers will inevitably choose the lowest cost option. That option will be FHA. 

If FHA were financially sound, this proposal would simply be bad policy as more low down 
payment, high-income borrowers are directed to FHA and its 100 percent taxpayer guarantee. 
However, FHA is on thin ice financially. The FHA actuarial fund is required by Congress to 
have a 2 percent capital ratio. For the past two years, FHA has had only a bare 0.5 percent 
capita] level. Diverting more high-income, low-down payment borrowers to FFL\ means that 
additional financial burden will be placed unnecessarily on the FHA fund and on the taxpayer 
at a time when the financial resources of the single family fund need to be husbanded to 
benefit moderate income borrowers. 

Finally, President Obama and the Congress have made clear their intention to reduce FHA's 
market share by 50%, further reducing the role that they play in the mortgage market. By 
raising the loan limits, prospective working-class homeowners w’i!! find the bar raised even 
higher as they compete with higher income households for the increasingly scarce mortgage 
guarantees offered by FHA. 

Let the market serve those of greater means; say no to the higher loan limits. 


NATIONAL 

COMMUNiTV 

REINVESTMENT 

COALITION 


Sincerely yours, 



John Taylor 
President & CEO 


1 Trends in (he Distribution of Household Income 1979 to 2007, October 201 1. .see Appendix A page 35 at 
liU p:.7\v\vw dip. gov/Apdocs / !24,v\/doc 1 2485/10-25-1 l oiiseholdlncoiiic.pcir. finding that housdioid income in 
excess of SI 37,000 in 2007 set llie flooi for the tup 5% of households. 


Ibid., p. I .siinimaiy. 
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October 3 1,201 1 

Tlie Honorable Tom Latham, Chairman 

Subcommittee on Transportation, Housing and Urban Development 
2217 Rayburn House Office Building 
Washington. DC 20515 

By Fax to 202-225-3301 

Dear Congressman Latham, 

As the House of Representatives is set to consider an extension of high cost 
area loan limits for the Federal Housing Administration (FHA), Fannie Mae 
and Freddie Mac (the GSEs), I urge you to say no to iiigher loan limits. This 
measure has already passed in the U.S. Senate and will channel more loans 
from higher-income borrowers away from conventional lending and into the 
FHA single-family fund. This will occur at precisely the time when the FHA 
siiould be targeting low- and moderate income borrowers, to both help keep 
existing homeowners in their homes and to provide first-time boiTOwers with 
affordable mortgage alternatives. 

Under the new proposal, higli cost area loan limits would be raised from the 
cunent maximum of $625,500 back to $729,750. However, to afford an FHA- 
insured mortgage of $729,750, a borrower would need an annual income of 
over $1 85,000 - even as mortgage interest rates are at all-time lows. To afford 
a $625,500 mortgage, a borrower still would need an income of over 
$1 55,000. To put these income numbers into context, recently released 
Congressional Budget Office (CBO) data has shown that the proposed high 
cost area loan limits would only benefit the top 5 percent of US households.' 
CBO also indicates that growth in income for the top income earners vastly 
exceeds growth of all households. Why is Congress moving the FHA program 
to serve borrowers at a higher income level, especially now when we know 
that the share of income going to high-income earners has grown and the 
share of income to low- and moderate income families has actually declined?^ 

It might be argued that the GSE limits should be available to these very high- 
income borrowers in order to keep a liquid secondary market. But who are the 
GSE borrowers, other than high-income borrowers? The GSEs purchase 
loans primarily from borrowers making large down payments - the Federal 
Housing Finance Agency’s annual report to Congress reported that the 
average downpayment for a GSE purchased loan in 2010 was over 30 percent. 
But FHA is very different, the average down payment for the FHA borrower 
in 2010 was less than five percent. Moreover, FHA’s historical intent was to 
serve only moderate-income borrowers with low down payments. 
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Keeping both FHA and the GSEs at very high loan limits would be bad enougli, but the 
cuirent proposal goes beyond equal treatment for FHA and the GSEs. It actually mandates 
that the GSEs charge special fees that inevitably will direct more high-income, low down 
payment borrowers to FHA and away from conventional mortgages. Under the Senate 
measure, the GSEs are required to charge an extra 1 5 basis points for all loans over 
$625,500, which is passed on to the borrower in the form of a higher cost mortgage. TJie 
FHA is not required to charge an extra fee. As a result, lenders and low-down payment 
borrowers will inevitably choose the lowest cost option. That option will be FHA. 

If FHA were financially sound, this proposal would simply be bad policy as more low down 
payment, high-income boiTowcrs are directed to FHA and its 100 percent taxpayer guarantee. 
However, FHA is on tirin ice financially. The FHA actuarial fund is required by Congress to 
have a 2 percent capital ratio. For the past two years, FHA has had only a bare 0.5 percent 
capital level. Diverting more high-income, low-down payment borrowers to FHA means that 
additional financial burden will be placed unnecessarily on the FHA fund and on the taxpayer 
at a time when the financial resources of the single family fiind need to be husbanded to 
benefit moderate income borrowers. 

Finally, President Obama and the Congress have made clear their intention to reduce FHA’s 
market share by 50%, further reducing the role tiiat they play in the mortgage market. By 
raising the loan limits, prospective working-class homeowners will find the bar raised even 
higher as they compete with higher income households for the increasingly scarce mortgage 
guarantees offered by FHA. 

Let the market serve tliose of greater means; say no to the higher loan limits. 


Sincerely yours, 




.lohn Taylor 
Pre.sident ^ CEO 


Tiefids In the Distiibulion of Hou.sdiold Income 1979 lo 2007, Oclober 20 1 1 , sec Appendix A j>age 35 at 
T.[ip:/Av\\>v.cho.aov/ftpdac.-g^i24x.\/<iotf 12qil5/l0-25-J louse hoUlIncoinc.pdf , ilndmg that hou.sehold income in 
excess of $I37,COO in 2007 set thefiooi for ilie top 5% of households. 

^ Ibid., p.i sumniaiT. 


www.nt:rc.org 
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November 2, 2011 


The Honorable Scott Garrett 
Chairman 

Capital Markets and Government Sponsored 
Enterprises Subcomittee 
United States House of Representatvives 
Washington, DC 20515 

Dear Chairman and Ranking Member; 

On behalf of the 160,000 members of the National Association of Home Builders (NAHB), 1 am writing to express 
NAHB's thoughts on the Discussion Draft of the Private Mortgage Market Investment Act that will be the focus of 
Thursday’s hearing before the Subcommittee on Capital Markets and Government Sponsored Enterprises. 

Legislation to encourage and strengthen the return of private invesfrnent in the market should be pursued; 
however NAHB believes that a federal backstop must be preserved, as part of a comprehensive reform effort, to 
ensure a reliable and adequate flow of affordable housing credit without potential geographic restraints and in all 
economic and financial conditions. WnWe NAHB supports the objective of the draft bill to facilitate a strong and 
robust private sector securitization market, and vre took forward to contributing thoughtful recommendations to 
enhance the draft bill’s provisions, we remain concerf>ed that the aim of the larger legislative effort currently 
underway is to dismantle all government backing of the nation’s mortgage market. 

NAHB has testified before the subcommittee outlining our ideas for developing a safe and sound housing finance 
structure. However, we believe that changes to the housing finance system should be comprehensive, 
coordinated and undertaken in a careful and deliberate manner that does not disrupt the nascent housing 
recovery. Furthermore. NAHB insists that a continuing and predictable government role is necessary to promote 
investor confidence and ensure liquidity and stability for homeownership and rental housing. While private 
capital must be the dominant source of mortgage credit, the future housing finance system cannot be left entirely 
to the private sector. The historical track record clearly shows that the private sector is not capable of providing a 
consistent and adequate supply of housing credit without a government backstop. 

Again, NAHB looks forward to working with the subcommittee to strengthen and improve the draft legislation, but 
remains concerned that the larger reform effort currently underway would remove all federal support of the 
nation’s mortgage market, 

Thank you for giving consideration to our views. 


The Honorable Maxine Waters 
Ranking Member 

Capital Markets and Government Sponsored 
Enterprises Subcomittee 
United States House of Representatvives 
Washington, DC 20515 


NAHB 


1201 151h Street NW 
V^ashington, DC 20005 



James W. Tobin III 


Cc; Rep. Spencer Bachus, Chairman, House Financial Services Committee; Rep. Barney Frank, Ranking 
Member, House Financial Services Committee 
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Fedehal Housing Finance Agency 
Office of the Director 


January 11. 2012 


The lionorabic Lynn Westmoreland 
U.S. House of Representatives 
2433 Rayburn House Office Building 
Washington, DC 2051.3 

Dear Representative Westmoreland: 

In response to the questions for the record that you .submitted for the November 3, 2011, Capital 
Markets and Government Spon,sorcd Enterprises Subcommittee hearing, I am providing the 
following infonnation. Your questions and the Federal 1 lousing Finance Agency (FUFA) 
responses are provided here. 

Question I, FUFA is directing the OSFs to transition away from requiring servicers to use the 
GSEs ' Foreclosure Attorney Networks. As I understand it, the GSEs ' relationships with the 
firms in these netM’orks were not the result of a federal procurement process or an analogous 
process with clear gukleline.s and objectively-applied criteria. Instead, the.se relationships were 
based on "relationship-marketing, " where the contracts were given to those firms who did the 
best job of courting the GSEs. As a result, these networks fostered exclusive relation.ship.s 
between the GSEs and a few select law firms in each slate ami unfairly eliminated competition 
from other firms. Can you de.scribe Fannie Mae 's and Freddie Mac ‘s existing processes and 
procedures for selecting law firms, including the existing quality control and auditing 
mechanisms that are in place? 


Response. FHFA conducted special reviews of Fannie Machs Retained .Attorney Network and 
Freddie Machs Designated Coun.seI Program and identified weaknesses in policies and 
procedures, training programs, and performance measures for participating law firms. The 
lawyers designated were engaged by servicers and their performance was the primary 
re.sponsibility of the servicers. FUFA issued directives requiring the Enterprise.s to phase out 
their existing attorney networks and to. among other things, adopt uniform standards for 
managing dcfiiull- and foreclosure-related iega! service,s. In fiilfillment of these directives, the 
Knterpri.ses must improve their quality controi, intenial audit, and counleqrarty risk management 
practices. 


FHFA’s efforts supplement and complement consent order requirements imposed on large 
mortgage servicers by the Federal banking regulators last year. The consent orders require, 
among other things, the development of policies and procedures for evaluating, retaining, 


1700 G Street, N.W,, Washington, D.C. 20552-0003 • 202-414-3800 - 202-414-3823 (fax) 
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overseeing, and measuring the performance of law firms that provide default- and foreclosure- 
related legal services. Mortgage servicers have had, and will continue to have, direct 
responsibility for overseeing the law firms that provide these services. 

The Enterprises do not follow federal procurement processes in selecting law firms. Rather, they 
follow their own contracting procedures, which are designed to be fair and objective. To date, 
Freddie Mac has conducted research on qualified law firms in individual markets, then solicited 
the law firms individually, inviting them to apply. Fannie Mae followed a different approach, 
periodically publishing requests for proposal on its website and evaluating the submissions 
received. 

For botli Enteiprises, interested firms are evaluated based on their ability to provide a variety of 
foreclosure and foreclosure-related legal services, including foreclosure, bankruptcy, REO, 
evictions, foreclosure avoidance, and litigation. The Enterprises also consider other factors such 
as diversity, technology, capacity, case reporting, past disciplinary actions, and privacy policies, 
internal groups within the Enterprises evaluate each applicant’s information and the Enterprises 
select firms based on each firm’s overall qualifications. FHFA has not found evidence that the 
Enterprises selected law firms on the basis of “relationship-marketing,” 

With regard to existing quality control and auditing mechanisms, the Enterprises exercise 
oversight over participating firms primarily through a combination of performance metrics and 
reviews of firm practices conducted by in-house personnel and third parties. The general 
objective is to ensure that firms handle cases expeditiously and cost-effectively if there is no 
viable alternative to the borrower other than foreclosure. Given this objective, performance 
metrics include adherence to contractual fee schedules and prescribed foreclosure timelines. In 
addition, the Enterprise.s review the fees charged by firms to identify fees that exceed authorized 
amounts. Oversight of firm practices also includes sampling of aged cases to assess law firm 
performance. As noted earlier, mortgage servicers arc also responsible for overseeing law firms 
to ensure that they adhere to servicing requirements established by Fannie Mae and Freddie Mac. 

Question 2. As I understand it, the GSEs fixed the fees that network firms could charge for 
default-related services and insisted that firms complete foreclosure cases within ever- 
decreasing time frames. Combining those two factors with the GSEs ’ over-reliance on a few 
select law firms in each state without regard to the existence of adequate safety and soundness 
oversight, adequate infrastructure, or adequate capital, as foreclosures volumes grew during the 
housing crisis, weren 't the network firms incentivized to develop practices, like "robo-signing” , 
to rapidly process large volumes of cases rather than focusing on the quality of legal services? 

Response. FHFA, the Enterprises, borrowers, and taxpayers share an interest in ensuring that 
foreclosure-related legal services are high quality, timely, and cost-effective. Fee schedules 
protect against inordinately high legal costs, and prescribed timelines provide a use&l, though 
not exclusive, measure of attorney performance and efficiency. FHFA believes that the 
appropriate combination of fee schedules and performance timelines, together with appropriate 
qualitative standards for the law firms’ performance, will further the interests of all stakeholders 
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It is important to note that foreclosure timelines are a function of the specific requirements 
mandated by state and local laws and rules, including requirements established by individual 
judges and court systems, fhose requirements have changed substantially over the course of the 
last several years, and, generally, foreclosure timelines have gotten longer. FHFA works with 
the Enterprises to ensure that timelines set forth in the Enterprises’ guidance materials reflect 
jurisdictional requirements and provide attorneys with sufficient time to manage their cases. 

FHFA agrees that “robo-signing” and improper conduct in the foreclosure process must be 
eliminated and emphasizes that any network law firm that engages in conduct that does not 
comport with applicable legal and professional standards is not in compliance with the terms of 
contractual agreements with the Enterprises. These agreements expressly require firms to adhere 
to all applicable laws, rules, and professional standards. FHFA nevertheless believes the 
Enterprises’ current processes can be improved to better assure that network law firms do not 
engage in unethical or improper practices and has issued directives to the Enterprises in this 
regard. 

Question 3. If the FHFA does, in fact, take up true reform of its foreclosure attorney selection 
process, FHFA has a real opportunity to promote transparency in its vendor selection process 
and improve the quality of legal services in this area. However, the FHFA 's press release 
announcing that the agency has directed the GSEs to adopt uniform improvements to these 
networks omits key details including: the specific ways in which you plan to reform your 
foreclosure attorney selection process; when you will implement those plans; and the process by 
which you will consult with all market participants as you develop these plans, including third- 
party service providers. What are your concrete plans for reforming these networks? How soon 
will you implement them? What is your plan for gathering input from all market participants? 

Response. FHFA has issued directives to the Enterprises that require the Enterprises to phase out 
their attorney networks and work with FHFA to develop a new structure for managing their 
default- and foreclosure-related legal services under FHFA’s Servicing Alignment Initiative. 
FHFA is working diligently with the Enterprises, banking regulators, and with market 
participants that have responded to the pre.ss release to implement the directives. In general, the 
FHFA directives contemplate a transitional period during which the Enterprises incorporate 
uniform law firm eligibility criteria into their Servicing Guides, and provide guidance to 
mortgage loan servicers regarding default- and foreclosure-related legal services. The guidance 
will cover a number of important topics, including law linn oversight, monitoring, reporting, 
communications, and metrics for mortgage servicers and for legal counsel providing foreclosure- 
related services. 

This is a complex undertaking that deserves careful deliberation and coordination in order to 
avoid undue industry disruption. FHFA believes that these efforts will serve the long-term 
interests of the mortgage finance industry by facilitating the coordinated development of 
transparent standards and will benefit borrowers that become subject to the foreclosure process. 
Moreover, these efforts are consistent with actions taken by the Federal banking regulators and 
consent order provisions that focus on third party providers, including law firms providing 
default- and foreclosure-related legal services. FHFA is not in a position to identify a final 
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implementation date, however, the agency expects that uniform law firm qualifications criteria 
will be developed during the first quarter of 2012. 

If you have further questions, please do not hesitate to contact Peter Brereton, Associate Director 
for Congressional Affairs, on my staff at (202) 414-3799. 

Sincerely, 

Edward J. DeMarco 
Acting Director 

xc: The Honorable Scott Garrett 
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